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FINANCIAL RESPONSIBILITY AT UNIVERSITIES

WEDNESDAY, JANUARY 29, 1992

HOUSE OF REPRESENTATIVES,
COMMITTEE ON ENERGY AND COMMERCE,

SUBCOMMITTEE ON OVERSIGHT AND INVESTIGATIONS,
Washington, DC.

The subcommittee met, pursuant to notice, at 10 a.m., in room

2123, Rayburn House Office Building, Hon. John D. Dingell (chair-

man) presiding.
Mr. DINGELL. The subcommittee will come to order. Under Rules

X and XI of the House of Representatives, the Committee on
Energy and Commerce has specific jurisdiction over biomedical re-

search and development, which includes research at universities.

On March 13, 1991, this subcommittee held the first hearing on

universities mischarging and overcharging the Federal Govern-

ment for scientific research. At that hearing, the subcommittee

learned that Stanford University had been charging the taxpayers

for everything from luxury yachts to enlarging the bed of the presi-

dent, all in the name of Federal research.
On May 9, 1991, in the second hearing of this subcommittee, Gov-

ernment auditors testified about other universities charging the

taxpayers for executive jet services, trips to the Grand Cayman Is-

lands for the wife of a university president, a trustees' retreat at
Palm Springs, and outrageous legal fees to defend the universities

in the Federal Governmeht investigations of wrongdoing at unive.r-

sities, again all in the name of furthering Federal research.

A fair amount has been accomplished since those hearings in the

spring. Government audit agencies have investigated these prob-

lems aggressively. And several universitiea have worked to clean

up the problems. The subcommittee has also broadened its focus to

include new inquiries into other matters which have been disclosed

as the investigation has gone forward.
First, the Defense Contract Audit Agency [DCAA] has started

audits at virtually all of the 38 major research universities under

the aegis of the Office of Naval Research. Many of these audits are

now complete. The findings are in a word stunning.
In addition, the DCAA has initiated audits of nonprofit research

institutions liKe the National Academy of Sciences. These audits

have also discovered serious overcharging. It is also a fact that the

Inspector General of the Department of Health and Human Serv-

ices has completed audits of 14 of their largest universities and se-

lected close to 260 additional schools for consideration.
As a result of these audits, tens of millions of dollars have been

saved or been returned to the Treasury of the United States. Hun-
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dreds of millions of dollars in expenditures are being questioned or
will be questioned by the Government. At Stanford alone, DCAA
has raised questions on about $231 million. This does not include
1989 and 1990. These years could drive that figure well above $300
million.

At MIT, DCAA has questioned approximately $20 million for
1990 alone and is in the process of auditing 1987 through 1989.

The following are a few examples from recent audit findings of
what some of our major universities have done in the way of charg-
ing the Federal Government for: "necessary" costs of doing Federal
scientific research.

Carnegie Mellon University incurred $44,000 of travel costs for
European summer study in Egypt and Turkey, including a cruise
on the Nile River.

Syracuse Universitv- included charges of $11,295 for a St. Pat-
rick's Day party and $8,855 for summer dances.

MIT included charges of $3,406 for limousine rentals to bring
university board members to their meetings and $23,012 for hotel
rooms, meals, and alcohul for the Biology Department's spring re-
treat held for faculty, lab personnel and grad students.

Pennsylvania State University included $15,000 in its indirect
cost claims for advertisements at the Hershey Amusement Park.

These are some of the things which concern the subcommittee.
As a result, our concerns have continued. In our hearings last
March, the committee discovered that Stanford was waiving all
overhead charges for foreign governments, including the Govern-
ment of Japan. Why an American University would waive charges
against foreign governments for research done while charging over-
head costs against the American Government is a matter of some
curiosity to me. Perhaps we will find an answer that will justify
this. I look forward to it.

We will learn today from the HHS Inspector General that most
of the universities that they have audited were offering reduced or
concessionary rates to a number of foreign governments and other
non-Federal entities. Apparently this event and these circum-
stances are not peculiar to one school. Again, the subcommittee is
curious why these universities negotiate for top dollar, plus more,
when dealing with the American taxpayers, but give preferable
treatment to foreign governments and others.

Second, some schools have accepted responsibility, have conduct-
ed credible self-audits, have returned or saved millions of dollars of
misused taxpayers' funds. These schools and their officers deserve
accommodation and credit, and I am sure the American taxpayers
are grateful for those efforts.

But a number of universities and organizations representing
major universities and research efforts, including some who tried
to sweep problems under the rug early last year, are calling foul.
They argue that this recent round of audits and tough negotiations
indicates that the Federal Government is now somehow welching
on what has been a productive 50-year partnership between the
universities and the Federal Government. Nothing is further from
the truth. That argument is just plain nonsense.

This subcommittee has been enormously supportive of moneys
for research. The chairman of this subcommittee and the members

UI
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have individually supported research in large amounts, and we
have been extremely active in trying to see to it that funding of

research programs is maintained at an adequate level in order that

not only may science nave p -Ter support, but the university ef-
forts in the area of science may continue to prosper fbr the good of

us all, as they have since World War IL
However, it is important. The partnership has been productive

between the Federal Government and the colleges and universities.

It has been invaluable to the Nation. But I know no where in the
understandings that have been achieved as these events wer.t for-

ward in which a university has achieved any agreement on the

part of anyone that it could burden taxpayers with irrelevant, im-

proper, and in a number of cases, illegal charges in the name of

science.
We think that science is a precious activity by human beings,

and the benefits of it are extremely important. We recognize that

the colleges and universities of this country are a great national
treasure and will be our purpose to see that they prosper, they

flower, they grow, they are successful in carrying out their basic

missions, both in terms of educating our young and in terms of
moving forward the cause of science and the expansion of human

knowledge. But that does not include some of the things into which

this committee has been inquiring in recent times.
The third item of concern: The subcommittee's probe has now

been extended to cover additional Government programs. The sub-

committee is now in the process of auditing some Environmental

Protection Agency's Superfund contractors with a hearing to be

scheduled in March. It is interesting to note that in that instance,
the overhead costs are beginning to make the colleges and universi-

ties look like very small potatoes.
The subcommittee is also directing audits of the Department of

Energy's weapons facilities contractors. Audits of additional con-

tractors, including defense contractors examined by the subcommit-

tee's activities in the mid-1980's can be expected. Here again, we

are seeing serious overbilling of the American taxpayers for activi-

ties that have nothing to do with the goals or objectives of the basic

programs.
What is becoming plain again is that the philosophy of the Gov-

ernment during the 1980's, as exemplified in the practices of the

executive branch, were to let the good times roll, to not audit, to
disregard the respon-ibility that the Federal Government had to
the taxpayers, and in so doing, to send a signal to people, good and

bad, to opportunists and scoundrels and to honest citizens that the

Federal Government was going to let anybody steal anything they
wanted to without any particular attention to auditing or anything

else.
It is noteworthy that consistently not only has this committee

found a lack of attention by auditing agencies, but we have found

that auditing agencies were starved by the Government and by the

programs. We have found a curious consequence in which Govern-

ment programs were audited after payment was made. No rational

businessmar, no rational citizen, would permit the conduct of his

business in that sort.
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In short, tu conclude, the subcommittee has been dismayed to dis-
cover the depth and breadth of indirect cost abuses at universities
and elsewhere. We will continue to inquire into these matters. We
feel that those items of misbehavior, in part, were stimulated by
active disregard of Government with its responsibility to see to it
that auditing went forward properly and vigorously.

We are grateful that we have the assistance of the General Ac-
counting Office, which we believe is a fine institution, and which
has been of enormous help to this committee in trying to protect
the taxpayers against the kind of wrongdoing that has flourished
during the 1980's. We are grateful for the actions taken by relevant
Government agencies who will be testifying here today.

One of our purposes will be to see to it that the process main-
tains the supervision that is required so that proper continued
audits may not only retrieve moneys improperly taken from the
Government and the taxpayers, but also may achieve something
else, and that is policies and practices inside the Federal Govern-
ment where the American taxpayer can be satisfied that he is pro-
tected, rather than assuming that his Government is going to sit
idly by and watch people dissipate the resources of the all of the
people of the United States.

One more word about the partnership between the Government
and the research universities. This is an important partnership. It
is one v,hich is calculated to stimulate research, and to invigorate
and to cause the universities to grow and prosper. That is the
policy of the Federal Government, and it is one which I endorse. It
is teu important, however, to be threatened by the kind of misbe-
havior in which this inquiry is going; and it is my suggestion that
those w hu would scrutinize this committee with regard to its atti-
tude might understand we believe that this kind of research pro-
gram, this kind of cooperation between the Government and the
colleges and universities can o. 'y prosper if it is conducted honest-
ly and properly on both sides.

The Chair announces that our first witnesses are a panel com-
posed of Mr. J. Dexter Peach, Assistant Comptroller General; and
Ms. Eng and Mr. Cohen. Ladies and gentlemen, if you will please
come forward, we will be delighted to receive your testimony.

As you very well know, it is the practice that all witnesses ap-
pearing before the committee testify under oath. Do you, Ms. Eng,
you, Mr. Peach, or you, Mr. Cohen, have any objections to testify-
ing under oath?

The Chair advises you that copies of the rules of the subcommit-
tee, rules of the committee and rules of the House are there before
you at the committee tables. They are there to inform you of your
rights and the limitations on the powers of this committee. The
Chair asks, as it must under the rules, do you or any of you desire
to be advised by counsel during your appearance here?

Mr. PEACH. No, Mr. Chairman.
Mr. DINGELL. Very well. Then if you will each please rise and

raise your right hand.
[Witnesses sworn]
Mr. DINGELL. You may each consider yourself under oath, and

we are happy to recognize you for such statement as you choose to
give.
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TESTIMONY OF J. DEXTER PEACH, ASSISTANT COMPTROLLER
GENERAL, U.S. GENERAL ACCOUNTING OFFICE, ACCOMPANIED
BY DOREEN S. ENG, SENIOR EVALUATOR, AND JOSEPH S.
COHEN, AUDIT MANAGER

Mr. PEACH. Thank you, Mr. Chairman. I would like to have my
entire prepared statement entered into the record and then pro-
ceed with a summary of that statement.

Mr. DINGELL. Without objections, so ordered.
Mr. PEACH. Just for your identification, the people accompanying

me at the table, Ms. Eng is from our San Francisco regional office
and has been principally responsible for the work that was done at
Stanford and at the University of California, Berkeley, and Mr.
Cohen is from cur Boston regional office and has been principally
responsible for the work done at MIT and at Harvard Medical
School.

We are pleased to be here to discuss the results of our work on
whether selected universities charged excessive indirect research
costs to the Government. We began examining this area in re-
sponse to your request to look at indirect costs charged by Stan-
ford.

Our testimony today focuses on three additional institutions you
asked us to visit: The Harvard Medical School, the Massachusetts
Institute of Technology, and the University of California at Berke-
ley. Harvard Medical and Berkeley are under the cognizance of the
Department of Health and Human Services and have predeter-
mined rates set with HHS. MIT, like Stanford, is under the cogni-
zance of the Office of Naval Research and thus has a fixed rated
with a carry-forward provision with ONR.

We generally examined the most recent indirect cost proposal at
each of the three schools reviewed. Our objective was to determine
whether the types of mischarges and misallocations of costs we re-
ported on last March were also occurring at schools other than
Stanford. Our review was not intended to determine what the
actual indirect cost rate should be for each of the three universi-
ties. At MIT, the Defense Contract Audit Agency, which has audit
responsibility for all ONR cognizant schools, is currently in the
process of auditing MIT's indirect costs for fiscal years 1986 to
1990. Therefore we primarily reviewed DCAA's ongoing audit work

and results.
We identified numerous deficiencies in the cost allocation meth-

ods and charging practices at all three universities. In some cases,
we found problems that the university, the university's external
auditors, or the cognizant audit agency had already reviewed but
had not questioned. For example, we found instances at all three
schools in which costs that were unallowable under Circular A-21
were included in various cost pools, portions of which were allocat-
ed to Federal research.

Specifically, Harvard Medical's reviews of administrative ac-
counts, as well as external audits that used sampling techniques,
identified a total of $1.8 million or unallowable and questionable
cost. Of this total, $254,000 was allocated to the Government. We
reviewed the same sample of transactions and identified an addi-
tional $894,000 in unallowable and questionable costs, of which

()
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$75,000 was allocated to the Government This included costs for
such items as alumni publications, extra pension costs for a non-
Medical School dean, and excessive athletic facility costs.

MIT reviewed selected accounts for fiscal years 1986 through
1990 in response to a request from DCAA. For those 5 years, MIT
identified about $1.8 million in unallowable or inappropriate
charges, of which about $778,000 had been charged to the Govern-
ment. These costs included charges for such items as floral designs,
dues for airline airport clubs, artwork, overseas trips, receptions,
dinners, and other party expenses. MIT recently repaid the Gov-
ernment for these overcharges.

At Berkeley, we identified about $736,000 in unallowable or ques-
tionable transactions, $66,000 of which was allocated to the Govern-
ment. These included about $300,000 for furniture and decorating
items for the university's residence halls, items which should have
been charged directly to other institutional activities. In addition,
other unallowable or questionable items charged included alumni
publications, Berkeley High's graduation, which was held at the
university, and 150 football tickets for potential university donors.

As these examples show, charges similar to those we found at
Stanford also occurred at the three universities we visited. While
the magnitude of unallowable charges at each school may vary, the
problem of unallowable costs being charged to the Government is
systemic. This has been substantiated by the HHS office of Inspec-
tor General and by DCAA audits at other universities conducted
over the last several months.

Although the problem of unallowable cost is serious, the alloca-
tion process has the greatest potential for significant overcharges
to Federal research because the indirect costs being allocated often
involve sizeable amounts such as building depreciation and utility
costs. At all three schools, we found numerous problems with the
allocation methods. These problems occurred because the universi-
ties either did not comply with or improperly applied the A-21 cri-
teria. As a result, overallocations of indirect costs to the Govern-
ment at the three schools we reviewed totaled over $12 million.

Let me cite a few examples. OMB Circular A-21 requires that de-
preciation and use allowances for buildings and equipment, as well
as operation and maintenance costs, be allocated on the basis of as-
signable square feet unless a more equitable method is justified by
the university. To determine assignable square feet, all three
schools conducted space surveys.

Proper assignment of space is critical because it is used to allo-
cate a significant portion of indirect costs. We found problems with
the space surveys at Berkeley and Harvard Medical. We did not in-
dependently review MIT's space survey because DCAA was in the
process of reviewing it as part of its audit.

At Harvard Medical, many of the Federal and non-Federal re-
search projects share the same space. HHS found that Harvard
Medical allocated the space between and thus developed separate
rates for both kinds of research, with a disproportionately higher
share of costs being assigned to Federal research, a distinction that
Harvard Medical officials could not support.

As a part of their ongoing negotiations with 1111S, Harvard Medi-
cal agreed to combine Federal and non-Federal research into a
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single rate. This resulted in a $700,000 reduction in the indirect
costs allocated to the Government.

At Berkeley, we found that inadequacies in training, instruc-

tions, and quality control tleasures resulted in numerous errors
within the university's space survey. The most significant problem,
involving coding and data errors, resulted in 7 percent of total
campus space being coded as "unassigned." The subsequent alloca-
tion of costs did not recognize this unassigned space; therefore, 100
percent of space-related costs were allocated to oniy 93 percent of
the space. This resulted in an overallocation of $580,000 to the Gov-

ernment in Berkeley's proposal. Berkeley agreed that this was an
error.

As you may recall from my previous testimony, Stanford's alloca-

tion process was largely driven by memorandums of understanding
that had been accepted and approved by ONR. MIT, the other ONR
school re'S iewed, also had several MOU's that affected its allocation
methods. interestingly, DCAA issued a report in early Febr aary

1991 stating it had reviewed all of MIT's MOU's and had deter-
mined that, "in all cases, the contractor was in compliance with
the terms of the MOU's and that the basis for the MOU's are rea-
sonable." This analysis was incorporated into DCAA's audit report
of MIT's 1986 actual costs, which DCAA issued on February 28,
1991. After the March 1991 hearings on Stanford, DCAA withdrew
its report and reopened its audit. As of this month, DCAA officials

informed us they have identified $4.8 million in questioned costs to
the Government relating to several of the MOU's.

We had brought one of these MOU's to DCAA's attention. This
MOU allowed MIT to amortize $3,6 million in renovation costs to a
leased building over a 6-year period. However, MIT had already ex-
ercised an option to purchase the building when the MOU was
signed. Had the costs been capitalized and charged to research on
the basis of the 2 percent use allowance that MIT uses for the rest
of its owned buildings, MIT would have been able to claim only
$72,000 a year instead of the $600,000 it claimed under the MOIJ.

For the 6 years the MOU covered, this amounts to a difference of
$3.2 million, of which $2.4 million was charged to the Government.
DCAA agreed with our analysis which it will incorporate into its
final report.

Much of the criticism toward the allocation practices at universi-
ties have been focused on MOU's. However, we found several other
problems with the determination of allowable indirect costs at the
three universities reviewed which were not specified in MOU's, but
instead were spelled out in various accounting policies.

For example, we found a problem with MIT's capitalization
policy. Under OMB Circular A-21, capital expenditures that materi-
ally increase the value or useful life of an asset are unallowable as

direct or indirect cost, except that a portion may be claimed as de-
preciation. However, A-21 does not set a dollar threshold for capi-
talization. We found that MIT's capitalization policy only requires
capitalizing additions and improvements when such items exceed

$3 million, as contrasted with Berkeley and Harvard Medical,
whose thresholds were $20,000 and $50,000, respectively.

Such a policy allows MIT to claim significantly more costs in the
present year than would 'lave been allowed had they capitalized

I
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such costs. For example, MIT expended $3.6 million in fiscal year
1990 for 14 building projects that exceeded $100,000 each, of which
$1.9 million was charged to Federal research. Had these items been
capitalized and subject to the use allowance, only $38,000 would
have been charged to Federal research for that year..

Similarly, Berkeley routinely records standard office furniture as
an expense, regardless of the cost. Circular A-21 sets a threshold of
$500 for capitalizing equipment, which includes office equipment
and furnishings. Berkeley officials, however, informed us that the
University of California policy requires recording all standard
office furniture as an expense, which dii.ectly contradicts Circular
A-21. While we could not quantify the actual overcharge to the
Government resulting from this policy, it could be significant since
the policy effects all nine University of California campuses. Four
of these campuses are among the top 15 Federal research dollar re-
cipients nationwide.

I should note that while we found numerous problems with
Berkeley's indirect cost proposal, not all the problems we found
were in Berkeley's favor, and this is somewhat different than what
we found when we looked at Stanford, MIT and at Harvard where
all the diff....ences were in the university's favor.

Mr Chairman, the problems identified resulted from breakdowns
in seyeral key areas of the system dealing with indirect costs. First,
Circular A-21 criteria were inadequate for determining the types of
allowable costs and how these costs should be properly allocated
among university functions. These inadequacies occurred because
some principles in A-21 were vague, inconsistent or absent alto-
gether.

Second, universities generally lacked adequate systems and con-
trols to ensure that only allowable indirect costs were charged to
the Government. Many university employees responsible for enter-
ing transactions in the accounting systems did not have adequate
training in Federal cost principles and thus may not have recog-
nized that they were recording transactions incorrectly.

Last, we believe that lax oversight practices by ONR and HHS
were important contributing factors. At the schools we visited, we
found instances in which both Agencies failed to adequately review
their assigned universities' indirect cost proposals or claims to
detect and remove unallowable or unalloceble costs.

Since the March 1991 hearings first brought to light the prob-
lems we found at Stanford, all parties involved with the indirect
cost process have been taking various actions to address the prob-
lems noted. Particularly noteworthy, OMB, recognizing the short-
comings of Circular A-21, issued a major revision to it in October
1991. This revision, which was the first in 5 years, further defines
and limits allowable indirect costs. Among other things, the revi-
sion clarifies and disallows certain types of costs that had previous-
ly been paid to universities. Most significantly, Circular A-21 now
limits reimbursement for administrative expenses to 26 percent,
which OMB has estimated will reduce Federal reimbursements by
$80 million to $100 million a year.

To conclude, Mr. Chairman, the steps that are being taken are
appropriate interim steps. However, they alone are not sufficient to
prevent future occurrences of the same types of abuses noted in
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these hearings without a commitment of a substantiai amount of

resources, both by the universities and the cognizant agencies.
,-thermore, both the Congress and the administration have ex-

pressed concern about rising indirect costs and the imr ict thesa

costs have on the Government's ability to fund a growing array of

university research activities. Both of these are complicated issues

that need to be addressed.
In view of these corwerns we believe this may be en opportune

time to re-examine the F 't- I approach to reimbursing universi..

ties for indirect costs. Bo ). B and HHS have begun tiiis process
by establishing task f address this broader concern. A

number of proposals havL. mi offered, both for simplifyinz the
process and for reducing overall expendit. res for indirect costs
through application of caps or fixed rates on the various c itegories

of indirect costs.
As a part of our ongoing work, we are examining the range of

indirect cost rates now being applied at universities to better gauge
how the various proposals might effect the reimbursem3nts of indi-

rect costs at universities. We also plan to obtain the views of Gov-

ernment and university officials on the likely impacts and other
implications that various approaches might have for simplifying
the process and affecting Federal oversignt responsibilities.

In this regard, Mr. Chairman, it is not clear to me at this point
why we need two different agencies using different aprroacl es for

oversight of research grants. We also need to carefully evaluate
what can be gained through more precise applicaeon of cost ac-
counting principles and improved definitions of alloy/able costs and
the application of OMB Circular A-133 audits, and evolving to a
more simplified KJ, stem that keeps the cost of administering it
within bounds while at the same time protecting the Government's

interest.
These are issues that we are going to try to deal with and pro-

vide some input to the committee as we continue our work and
issue the report that we plan to have out within the next 2 to 3
months. Thank you, Mr. Chairman. That concludes my statement,
and I and my colleagues will do our best to respond to your ques-

tions,
[Testimony resumes on p. 37.]
[The prepared statement and attachments of Mr. Peach follow:]
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Statement of J. Dexter Peach, Assistant Comptroller General,
Resources, Community, and Economic Development Division

Mr. Chairman and Members of the Subcommittee:

We are pleased to be here today to discuss the preliminary

results of our work on whether selected universities charged

excessive indirect research costa, or "overhead" as it is commonly

known, to the federal goN;ernment. As you know, we bew.1 our work,

in response to your request, by examining the indirect costs

charged by Stanford University. The results of that work were

widely publicized following hearings held before this Subcommittee

on March 13 of last year.1

Our tpstimony today focuses on three other institutions: the

Harvard Medical School (Harvard Medical), the Massachusetts

Institute of Technology (MIT), and the Univ rsity of California at

Belkeley (Berkeley). We sought to learn whether the types of

mischarges and misallocations of costs we reported to you in March

were also occurring at these schools and, if so, to determine the

causes and the LITes of actions that might be needed to correct

them. We also loAed at recent actions taken by the Office of

Management and Budget (OMB) and others to deal with these specific

kinds of problems. Finally, we considered further steps that might

be appropriate on a broader scale to improve the system for

reimbursing universities for indirect research costs.

In summary, we identified numerous deficiencies in the cost

allocation methods and charging practices at the three

universitieb. In some cases, we found problems that the

university, the university's extecnal auditors, or the cognizant

audit agency had already reviewed but had not quescioned. These

problems occurred because (1) certain OMB Circular A-21 criteria

were inadequate for determining which typs of costs should be

allowed or how costs should be properly allocated among the

1federal1v Sponsored Research: Indir c
University, (GAO/T-RCED-91-18, Mar. 13, 1991).

4.4
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different university functions; (2) universities generally lacked

adequate systems ani internal controls to ensure that only

allowable indirect costs were charged to the government; and (3)

lax oversight practices by the cognizant federal agencies resulted

in universities claiming excessive indirect costs.

Since the March 1991 hearings, all parties involved have taken

ateps to address the problems noted. For example, OMB issued a

major revision to Circular A-2I in October that further limits the

types and amount of indirect costs universitiew y claim. Some

schools are adding modifications to their accounting systems to

better segmgate allowable from unallowable costs and have begun

training programs for their employees on the fedeial cost

principles. The cognizant agencies have increased their audit

presence and ta' n other steps to strengthen oversight at

universities.

While these actions may be appropriate interim steps, we

believe that now is an opportune time to reexamine the federal

approach for reimbursing universities for indirect costs. OMB is

already beginning this process by leading a task force to furthe.e

evaluate and possibly revamp the system for reimbursing indirect

costs. The Department of Health and Human Services) (HHS) also has

under way a study of National Institutes of Health sponsored

research costs at universities.

As part of our ongoing work, we are looking at various

approaches and options that could limit additional rate increases,

simplify the reimbursement
process, or strengthen federal oversight

of indirect costs. We plan to discuss these approaches in our

upcoming report, which is scheduled for release.in the spring.

Before I discuss our preliminary findings in more detail, let

me provide some bacxground on the federal process for negotiating

indirect cost rates at universities.

t
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BACKGROUND

OMB Circular A-21 establishes the cost principles universities

must follow in determining the types of allowable costs and the

methods of allocating such costs to federally funded research.

Direct costs are those that can be specifically identified with a

particular research contract or grant; indirect costs are those

that cannot be so identified and thus are charged via an indirect

cost rat applied to each agreement. Generally, allowable indirect

costs nre grouped into several cost pools that are then allocated

to the various functions of the university, such as research or

instruction. The indirect costs ultimately allocated to research

are then used to determine the university's indirect cost rate.

The actual rate allowed, however, is negotiated between the

university and its assigned cognizant agency, which is responsible

for negotiating the rate for all government agencies. Most schools

are assigned to HHS; however, the Department of Defense, through

the Office of Naval Research (ONR), has cognizance over 38 schools.

Harverd Medical and Berkeley are HHS-cognizant schools, and

MIT, like Stanford, is an ONR-cognizant school. The type of

indirect cost rate negotiated generally differs between HHS- and

ONR-cognizant schools. ONR typically uses a fixed rm.3 with a

carry-forward provision. Under this approach, tle university

negotiates a provisional rate for billing the federal government in

the year ahead. After the year is over, actual costs are audited

and negotiated. Once a final negotiated rate is agreed upon, the

difference between the amount received under the provisional rate

and the amount finally negotiated is then carried forward and

applied against future years' rates. As a result, ONR chools

generally receive the full amount of their allowable, claimed

indirect costs.

In contrast, HHS typically uses a predetermined fixed-rate

scheme; that is, the agency negotiates a fixed rate with the school
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for generally a 2- or 3-year period, on the basis of prior year

incurred costs. Because this negotiated rate is not later audited

or adjusted for actual costs, the schools following this approach

may over-recover or under-recover their actual indirect costa.

MIT, like Stanford, has a fixed rate with carry-forward

provisions with ONR, whereas Hanvard Medical and Berkeley have

predetermined fixed rates with HHS. MIT's fiscal year 1990

proposed rate, which is currently being audited', is 62 percent.

This means that, for every $100,000 awarded to cover the direct

costs of a research project,' another $62,000 is added for indirect

costs. Harvard Medical propDsed a fiscal year 1991 rate of 96

percent; however, in April 1991, after unsuccessful negotiations,

HHS imposed a rate of 63.5 percent, which Harvard Medical is

currently appealing. Berkeley has a negotiated fiscal year 1990-92

rate of 49 percent.

We generally examined the mout recent indirect cost proposal

at each of the three schools reviewed. Our objective was to

determine whether the types of mischarges and misallocations of

costs we reported on in March were also occurring at schools other

than Stanford and, if so, to determine the causes and types of

actions that might be needed to correct them. Our review was not

intended to determine what the actual indirect cost rate should be

for each of the three universities. At MIT, the Defense Contract

Audit Agency (DCAA), which has audit responsibility for all ONR-

cognizant schools, is currently in the process of auditing MIT's

'At the time of this writing, DCAA officials informed us they

planned to complete the 1990 audit and issue a report about January

24, 1992.

'This formula is subject to certain enclusions. OMB Circular A-21

requires that the indirect cost rate be calculated on the basis of

modified total direct costs (MTDC), rather than on the total

contract or grant amount. MTDC excluden, for example, purchased

equipment and any subgrants or subcontracts over $25,000 each.

1 7
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indirect costs for fiscal years 1986 through 1990'. Therefore, we

primarily reviewed DCAA's ongoing audit work and results. Further

information on the details of the work performed at each of these

universities can be found in appendix I.

UNALLOWABLE AND OUESTIONAPLE
COsTS CHARGED TOLUDERAL RESEARO

Our audit work, as well as that of others, has shown a number

of instances at all three schools in which costs that were

unallowable under Circular A-21 were included in various cost

pools, portions of which were allocated to federal research. In

addition, we identified other costs that appeared questionable for

charging to the government.

Specifically, MIT reviewed its sensitive accounts for fiscal

years 1986 through 1990 in response to a request from DCAA. For

those 5 years, MIT identified about $1.8 million in unallowable or

inappropriate charges, of which about $778,000 had been charged to

the government. These costs included charges for such items as

floral designs, dues for airline airport clubs, artwork, overseas

trips, receptions, dinners, and other party expenses. MIT has

since repaid the government for these overcharges. MIT reviewed

additional transactions at DCAA's request, which DCAA officials

will report on.

In addition, Harvard Medical's review of administrative

accounts, as well as external audits that used sampling techniques,

identified a total of $1.8 million in unallowable or questionable

costs; of this total $254,000 was allocated to the government.

These costs included those that were incurred at the central

Harvard University level, as well as at the Medical School. We

4At the time of this writing, DCAA officials informed us they
planned to complete the 1990 audit and issue a report in late
January, 1992. They are continuing to audit fiscal years 1986
through 1989.
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reviewed the same sample of transactions and identified an

additional $894,000 in unallowable or
questionable costs, of which

$75,000 was allocated to the government. These included costs for

such items as alumni publications, extra pension costs for a non-

Medical School dean, and excessive athletic facility costs.

I should note that we found several problems with the adequacy

of the review by Harvard's hired auditors. For example, they did

not use a random start to select their samples, nor did they

properly handle credit (negative) items. In addition, they

initially deleted certain unallowable costs from their statistical

projections because Medical School officials informed them that

these transactions were anomalies. We believe these costs should

not have been deleted because, in statistical sampling, they serve

as "proxies" for other unknown transactions in the universe. As a

result, the auditor's sampling results were not accurately

projected. Harvard officials have since agreed with our judgment

that such costs should have been included in the projection.

At Berkeley, we identified about $736,000 in unallowable or

questionable transactions, $66,000 of which was allocated to the

government. These included costs that were incurred at the central

University of California level, as well as at the BerAeley campus.

These included about $300,000 for furniture and decorating items

for the University's residence halls, iteks which should have been

charged directly to other institutional activities. In addition,

other unallowable or questionable items charged included alumni

publications; Berkeley High School's graduation, which was held at

the University; and 150 football tickets for potential University

donors.

As these examples show, charges similar to those we found at

Stanford also occurred at the three universities we visited. While

the magnitude of unallowable charges at each school may vary, the

problem of unallowable costs
being charged to the government is

f
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systemic. This has been substantiated by the MS Office of

Inspector General and by DCAA audits at other universities

conducted over the last several months.

Further examples of unallowable or questionable transactions

charged by each of the three universities visited are identified in

appendix II.

IMPROPER ALLOCATIONS OF COSTS
TO FEDERAL RESEARCH

As we reported to you in March 1991, the allocation process

has the greatest potential for significant overcharges to federal

research because the allocation methods affect all indirect costs.

At all three schools we found numerous problems with the allocation

methods. These problems occurred because the universities either

did not comply with or imrroperly applied the A-21 criteria. As a

result, uverallocations o iLlirect costs to the governmeat totaled

over $12 million.

Space Allocations

OMB Circular A-21 requires that depreciation and use

allowances for buildings and equipment as well as operation and

maintenance (O&M) costs be allocated on ale basis of assignable

square feet unless a more equitable method is justified by the

university. To determine assignable square feet, all three schools

conducted space surveys. We found problems with the space surveys

at two of the schools, Berkeley and Harvard Medical. Proper

assignment of space is critical because it is used to allocate a

significant portion of indirect costs. For example, the buildings,

equipment, interest and O&M costs at Berkeley and Harvard Medical

were 29 and 59 percent of their total proposed indirect research

costs, respectively. We did not independently review MIT's space

survey.

BEST COPY AVAILABLE
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At Harvard Medical, many of the federal and nonfederal

research projects share the same space, end MIS found that Harvard

Medical allocated the space between, and thus developed separate

rates for, both kinds of research. By doing so, a

disproportionately higher share of space costs was assigned to

federal research, despite the fact Harvard Medical officials could

AA support the basis for this distinction. As part of their

ongoing negotiations with NHS, Harvard Medical agreed to combine

federal and nonfederal research into a single rate. This resulted

in a $700,000 reduction in the Arect coats allocated to the

government.

At Eerkeley, we found inadequacies in training, instructions,

and quality control measures resulted in numerous errors with the

university's space survey. The most significant problem, involving

coding and data entry errors, resulted in 7 percent of total campus

space being coded as "unassigned." The subsequent allocation of

costs did not recognize this unassigned space; therefore, 100

percent of the space-related costs was allocated to only 93 percent

of the space. This resulted in an over-allocation of $580,000 to

the government in Berkeley's proposal. Berkeley agreed this was an

error.

§pecial Studies

OMB Circular A-21 allows universities to allocate certain

costs on the basis of a cost analysis study if the study

demonstrates a more equitable distribution of costs.. All three

universities performed utility studies to attempt to justify higher

allocations of costs to research. Basically, these studies

measured actual utility consumption to calculate weighting factors

that were then used to allocate utility costs. 'These weighting

factors served to allocate
proportionately more costs to space,

such as research labs, which use more energy. DCAA found problems

with MIT's utility study which it will report on in its 1990 audit

0
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report. Although we found no problem with the application of

Berkeley and Harvard Medical's studies to utility costs, we did

find several problems with their application to nonutility costs.

We found that both schools used their studies to allocate

utility maintenan,a costs, which included such items as costs of

elevator repairs, fire equipment inspections, and management and

review efforts. Officials at Harvard Medical said their approach

was justified because utility maintenance costs are higher in

buildings that have higher utility costs. However, other factors,

such as the age of the buildings and equipment, could have a

greater effect on maintenance costs than utility consumption, and

neither of the schools demonstrated a direct correlation between

utility and utility maintenance costs.

Berkeley also allocated the cost of its energy conservation

office using utility study factors. Likewise, Harvard Medical used

the results of its utility study to allocate the depreciation costs

for electrical, plumbing, heating, ventilation, and air

conditioning equipment. Because none of these costs, including the

utility maintenance costs, were included in the utility studies,

they should not hove been allocated on the basis of the utility

study re-ults. Since utility study factors weight costs more

heavily toward research, using these factors for normality costs

resulted in a higher proportion of costs being allocated to

research witJ4out justification. By using these factors, Berkeley

allocated an additional $76,000 to federal research', while Harvard

Medical allocated an additional $174,000.

Memorandums of Understandla

As you may recall from our previous testimony, Stanford's

allocation process was largely driven by memorandums of

understanding (MOUs) that had beRn accepted and approved by ONR.

MIT--the other ONR school we reviewed--also had several MOUs that

*443
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&ffected its allocation methods. Interestingly, DCAA issued a

report in early February 1991 stating it had reviewed all 10 of

MIT's MOUs and hex' determined that "in all cases, the contractor is

in compliance with the terms of the MOW and that the bases for the

MOUs are reasonable." This analysis was incorporated into DCAA's

audit report of MIT's 1986 actual costs, which DCAA issued on

February 28, 1991. After the March 1991 hearings on Stanford, DCAA

withdrew its report and reopened its audit. As of this month, DCAA

officials informed us that they had identified $4.8 million in

questioned costs to the government relating to several of the MOUs.

We had brought one of these MOUs to DCAA's attention. This

MOU allowed MIT to amortize $3.6 million in
renovation costs to a

leased building over a 6-year period. However, MIT had already

exercised an option to purchase the building when the MOU was

signed. Had the costs been capitalized and chatged to research on

the basis of the 2-percent use allowance that MIT uses for the rest

of its owned buildings, MIT would have been able to claim only

$72,000 a year instead of the $600,000 it claimed under the MOU.

For the 6 years the MOU covered, this amounts to a difference of

$3.2 million, of which $2.4 million was charged to the government.

DCAA agreed with our analysis, which it incorporated into its final

report.

While the two HHS schools we reviewed, Harvard Medical and

Berkeley, did not have any written MOUS, HHS allowed some

allocation methodologies that deviated from Circular A-21. These

allowed methods could be considered "unwritten" MOUs. For example,

A-21 requires depreciation and use allowance costs to be allocated

on a building-by-building basis. However, Berkeley allocated its

equipment costs by department and, in addition, did not sample all

departments. Therefore, the allocations do not comply with A-21

requirements and would not necessarily be accurate even if they

were in compliance. The HHS negotiator told us he was aware of

this allocation method but did not consider it & problem because he
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did not consider the equipment costs to be material. We believe

the costs are significant, however, since about $5 million in

equipment costs were allocated to federal research, even though we

could not determine what portion was affected by this method.

Additional examples of improper allocations noted are

described in appendix III.

OTHER INDIRECT COST PRoHLEMa

We found several other problems with the determination of

allowable indirect costs at the three universities reviewed. ror

example, we found a problem with MIT's capitalization5 policy.

Under oMB Circular A-21, capital expenditures that materially

increase the value or useful lite of an asset are unallowable as

direct or indi- costs, except that a portion may be claimed as

depreciation. ,viever, A-21 does not set a dollar threshold fc:

capitalization. We found that MIT's capitalization policy only

requires capitalizing additions and improvements when such items

exceed $3 million, as contrasted with Berkeley and Harvard Helical,

whose thresholds were $20,000 and $50,000, vespectively. Such a

poli.zy allows MIT to claim significantly more costs in the present

year than would have been allowed had they capitalized such costs.

For example, MIT expended $3.6 million in fiscal year 1990 for 14

building projects that exceeded $100,000 each, of which $1.9

million was charged to federal research. Had these itvms been

capitalized and subject t, the use allowance, only $30,000 would

have been charged to feJeral research for that year.

5Items which are capitalized are inventoried and depreciated over
time. Only the annual depreciation is recorded as an expense each
year. Items that are not capitalized'are not recorded in
inventory, and the full price is recorded as an expense in the
period the item is purchased.
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Similarly, Berkeley r:utinely records standard office

furniture as an expense regardless of the cost. Circular A-21 sets

a threshold of $500 for capitalizing equipment, which includes

office equipment and furnishings. Berkeley officials, however,

informed us that University of California policy requires recording

all standard office furniture as an expense, which directly

contradicts Circular A-21. While we could not quantify the actual

overcharge to the government resulting from this policy, it could

be significant since the policy affects all 9 University of

California campuses; 4 of these campuses are among the top 15

federal research dollar recipients nationwide.

I should note that while we found numerous problems with

Berkeley's indirect cost proposal, in addition to those already

mentioned, not all of the problems we found were in Berkeley's

favor. Unlike the other schools we reviewed, Berkeley made some

mistakes that actually ended up in the government's favor by

allocating fewer costs to the government than it would have without

these mistakes. These mistakes included, for example, minor

calculation errors in the utility study, use of the wrong utility

factors in the proposal, and misallocation of some operation and

maintenance costs. While these serve to offset some of the dollar

amounts that were in Berkeley's favor, of greater concern is the

weakness in internal controls and other checks that should prevent

or detect such errors.

gAMEE_OP PROBLEMS NOTED

Mr. Chairman, the problems identified resulted from breakdowns

in several key areas of the system dealing with indirect costs.

First, Circular A-21 criteria were inadequate for determining the

typea of allowable costs and how those costs should be properly

allocated among university functions. These inadequacies occurred

because some principles in A-21 were vague, inconsistent, or absent

altogether. For example, until OMB's recent revision to Circular
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A-21, university officers' housing costs were not identified as

unallowable charges to the government.

Second, universi.ies generally lacked adequate systems and

controls to ensure that only allowable tndirect costs were charged

to the government. Many university employees responsible for

entering transactions into the accounting systems did not have

adequate training in federal cost principles and thus may not have

recognized that they were recording transactions incorrectly.

Last, we believe that lax oversight practices by ONR and HH5

were contributing factors. At the schools visited, we found

instances in which both agencies failed to adequately review their

assigned universities' indirect cost proposals or claims to detect

and remove unallowable and/or unallocable costs. For.example, ONR

officials were lax in performing their responmibilities by not

always requesting audits on a timely basis and by entering into

MOUs that resulted in improper over-allocations of indirect costs

to the government. DCAA, which is responsible for auditing the ONR

schools, was in many cases years behind in performing requested

audits. For example, DCAA did not complete its audit of MIT's 1986

costs until FebLuary 1991, and it is currently re-auditing those

costs as well as those for 1987 through 19906. In addition, DCAA

did not always review cost submissions for unallowable items in

sensitive accounts, such as the Presiient's House accounts.

According to the HHS Director of the Division of Cost Allocation,

HHS negotiators spend their limited time examining the broader

allocation process rather than looking at individual cost

transactions, and often negotiate reductions in universities'

proposea 2.ndirect cost rates which he believes more than compensate

for any unallowable costs not identified by their negotiators. As

an example o: the results of this process, Berkeley's proposed rate

of 59 percen was negotiated down to 49 percent, equivalent to a

6See footno..e 4 on page 5.
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reduction in indirect costs of about $8 million. However, we found

several allocation problems, as well as unallowable cost charges,

at Berkeley which had not been identified by the negotiator.

ACTIONS TAKEN OR PLANNED

S.nce the March 1991 hearings first brought to light the

voblems found at Stanford, all parties involved with the indirect

cost process have taken various actions to address the problems

noted. The cognizant agencies (ONR and HHS) !me acted to correct

some of their past problems. ONR cancelled all but one of the !IOUs

at Stanford and as well as many at its other assigned schools and

implemented new review procedures for entering into MOW. These

new procedures include requiring an audit and legal review of such

agreements before they are made, to prevent the type of improper

and inequitable MOUs we have discussed today and previeusly. In

addition, ONR and -CAA, which have audit responsibility for ONR

schools, are con' ling to review Stanford's
indirect costs for f'le

past 10 years and .0 negotiate a final settlement for those years.

Since the March 1991 hearings, DCAA and the HHS Office of Inspector

General have increased their audit effort at other universities as

well. DCAA has initiated reviews at all 38 ONR institutions and,

in some cases, re-opened audits at schools where the audit report

had already been issued, but final negotiations had not yet taken

place. Likewise, HHS/OIG conducted
reviews at 14 universities and

assigned staff to assist in the negotiation reviews at others.

However, these reviews are not full audits but instead focus

primarily on reviewing administrative transactions and selected

additional areas as determined by the audit team.

At the university level, HHS and DCAA reported to you in May

1991 that some institutions had begun their own.reviews of indirect

costs and would be returning millions of dollars to the government

or reducing proposals or claims that had already been submitted.

Since the March 1991 hearings, Stanford University has directly
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repaid about $1,351,000 to the government and has made additional

adjustments to the carry-forwa7:4 totalling $596.000, for a total

reduction to date of $1,947,000. Similarly, Mil has repaid

$778,000 .or unallowable or inappropriate expenses. Harvard

Medical has made net reductions totalling $248,000 to its proposed

1991 indirect cost rate since suhr.c;ing its original proposal.

Sfanford and the three additional schools we reviewed have also

started planning for or have already implemented modifications to

their accounting systems to better segregate allowable from

unallowable costa am lave begun training programs to better

educate their employees on the federal cost primliples.

OMB, recognizing the shortcomings of Circular A-21, issued a

major revision to it in October 1991. This revision, which is the

first in 5 years, further defines and limits allowable indirect

costs. Among other things, the revision clarifies and disallows

certain types of costs that hld previously been paid to

universities. For example, we reported to yrAl in March on costs

such as flowers, sterling silverware, cedar closets and other

expenses incurred for the Stanford University President's home.

Circular A-21 had been silent on whether such costs were allowable.

The new revision Xo A-21 now clearly disallows the housing and

personal living costs of institutions' officers. More

significantly, Circular A-21 now limits reimbursement for

administrative expenses to 26 percent, which OMB haJ estimated will

reduce federal reimbursements by $80 million to $100 million a

year,

CONCLUSIONS

In conclusion, Mr. AAJrman, the actions that have been and

are being taken appear to be appropriate interim steps. However,

they alone are not sufficient to prevent future occurrences of the

same kinds of abuses noted in these hearings without a commitment

of a substantial amount of resources, both by the universities and
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the cognizant agencies. Furthermore, both the Congress and the

administration have expressed concern about rising indirect ccsts

and the impact these costs have on the goveiTment's ability to fund

a growing array of university research activities. Both are

complicated issues that need to be addressed.

In view of these concerns, Le believe this may be an opportune

time to reexamine the federal approach to reimbursing universities

for indirect costs. Both OMB and HHS have begun this process by

establishing task forces to address this broader concern. A number

of proposals have been offered, both for simplifying the process

and reducing overall expenditures for indirect costs through

.pplication of caps or fixed rates on the various categories of

indirect costs. As part of our ongoing work, we are examining the

range of indirect cost rates now being applied at universities to

better gauge how the various proposals might affect reimbursement

of indirect costs at universities. We also plan to obtain the

views of government and university officials on the likely impacts

and other implications the various approaches might have for

simplifying ...he Process and affecting federal oversight

responsibilities. We plan .o include this information in our

upcoming report.

This concludes my statement, Mr. Chairman. I would be glad to

answer any questions.

BEST COPY AVAILABLE



26

APPENDIX I APPENDIX I

OBJECTIVES, pain. AND METHODOLOGY

We initially reviewed the indirect costs charged by Stanford

University in response to a September 7, 1990, request from the

Subcommittee on Oversight and Investigations, House Committee on

Energy and Commerce, to examine how universities char..7c: and

allocate indirect costs to federally sponsored research grants and

contracts. After reporting our findings on Stanford to the

Subcommittee on March 13, 1991, we subsequently expanded our review

to three other institutions: the Harvard Medical School (Harvard

Medical), the Massechusetts Institute of Technology (MIT), and the

University of California at Berkeley (Berkeley). Our objective was

to determine whether the types of mischarges and misallocations of

cost,. we Avorted on in March were also occurring t schools other

than Stanford and, if so, to determine the causes and types of

actions that might be needed to correct these problems. Our review

was not intended to determine what the actual indirect cost rate

should be for each ol the three un,versities.

At MIT, the Defense Contract Audit Agency (DCAA) is currently

audicing incurred costs for fiscal years 1986 through 1990'.

Therefore, we primarily revieued DCAA's ongoing audit work and

results. At Harvard Medical, we focused our review on its fiscal

year 1991 proposal. which is based on actual 1989 costs. This

proposal is still under negotiation and appeal with the Department

of Health and Human Services (HHS), thus we also considered some

HHS' findings. In conjunction with its proposal, HarvarC Medical

hld also hired an outside accounting firm to review its

administrative accounts to identify and eliminate any unallowable

or inappropriate transactions. We reviewed the accounting firm's

results, as well as the firm's sampling methodology. Some of the

'See footnote 4 on page 5.
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costs in Harvard Medical's proposal were actually incurred at the

central Harvard University level, then allocated out to the various

schools, such as the Medical School. Our findings reflect only the

dollar effect from the Medical School; the true effect to the

government would be somewhat higher rince the government also pays

for portions of costs at the other Harvard University schools

conducting federal research.

We reviewed Berkeley's fiscal year 1990-92 proposal, which is

tased on actual 1988 mots. This proposal had already been

negotiated and closed at a lower rate than Berkeley proposed--

resulting In a difference of approximately $8 million. Lika

Harvard Medical, some of the costs in Berkeley's proposal were

incurred at the Un4versity of California (UC) level, then allocated

to the nine UC campuses, including Berkeley. While our findings

reflect the impact to the government at Berkeley, the true effect

to the government would 'ae higher since all of the central UC costs

are ealocated to each of the nine UC campuses,
portions of which

are paid for by the government through each school's indirect cost

rates.

We discussed the information in this testimony with officials

at the three universities and incorporated their views where

apprapriate.

We also looked at the oversight provided by the Office of

Naval Research (ONR) and HHS, the two cognizant agencies

responsible for negotiating indirect cost rates with the schools we

':eviewed. Since the March 1991 hearings first brought to light the

problems found at Stanford, all partiel involved with the indirect

cost process have taken various actions to address the problems

noted. We met with officials at the Office of Management and

Budget (OMB), DCAA, ONR, and HHS to determine what actions they

have taken to address these problems and
what future actions are

planned.
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EXAMPLES OF UNALLOWABLE OR_OUESTIONABLE
COSTS CHARGED_TO FEDERAL RESEARCH

In addition to the costs that have already been identified and

withdrawn at MIT and Harvard Medical, our examination of selected

accounts and transaction detail identified the following

transactions at Harvard Medical and Berkeley in which unallowable

or questionable costs were charged to the government;

UNALLOyABLE COSTS

Unallocable costs. Circular A-21 requires costs to be

allocable to re.,earch in order to be allowable. In order

to be allocable, the cost must either benefit a sponsored

agreement, or be necessary to the overall operation of the

institution. The universities charged many transactions to

research that are clearly not allocable and thus not

allowable. For example, Harvard Medical charged $65,200

for shuttle bus costs for student ridership, $38,000 to

hire three doctors to teach courses in doctor/patient

relations.and clinical medicine, costs that should more

appropriately be charged to instruction, and $11,511 in

extra pension costs for a nonmedical school dean. For

these, $21,928 was allocated to the government.

Berkeley charged $500 to indirect costs for.part of a

visiting lecturer's temporary living expenses, of which $88

was allocated to the government. In addition, Berkeley

included transactions totaling over $300,000 for various

furnishings for the residence halls, items which should

have been directly charged to other institutional

aci.vities and therefore not passed on to the government.

For these items, $49,256 was allocated to the government.
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-- Other costs. Harvard Medical charged $89,300 for a portion

of the university's athletic
facilities' costs, even though

Harvard Medical also included the subsidized cost of

employee memberships in a local health club. It also

charged $42,200 for recruiting a new faculty member, which

included paying the points and mortgage payments on a

condominium, and $4,950 resulting from duplicate printing

bills paid. For these three items, Harvard Medical

allocated $29,629 to the go* ernment.

1mgal Fees. Circular A-21 states that for costs to be

allowable they must, among other things, be given

consistent treatment through application of those generally

accepted accounting principles appropriate to the

circumstances. One such principle includes the matching of

costs to the benefitting time period. Harvard Medical

incurred $564,069 in legal fees in negotiating a 3-year

union contract, most of which was paid in the proposal

year. Rather than allocating these expenses over the term

of the contract, the University recorded the expenses in

the proposal year, thus inflating the proposal for the

future ye.ars. Only one-third of the legal fees should be

allowed in the proposal year, while the excess costs of

$275,891, should be disallowed from the proposal. Of the

excess, $9,656 was allocated to the government.

-- Alumni Activities. Circular A-71 specifically disallows

costs incurred for alumni activities; yet Berkeley spent

$10,000 in postage costs for the "CalReport," an alumni

publication. Berkeley also charged its subscription to

Harvard Magazin, Harvard's alumni publication, to indirect

costs. Similarly, Harvard Medical spent $65,401 for

56-258 - 92
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special alumni mailings. For these transactions, these

schools allocated over $4,000 to federal research.

Public Relations Activities. Circular A-21 disallows costs

incurred for general public relations activities. Berkeley

donated $500 for a community festival, $1,594 to send

representatives to a University of California at Los

Angeles (UCLA) convocation and to a California State

University at Los Angeles (Cal State-L.A.) inauguration.

It also spent $2,907 on three events for high school

st.dents, and $290 to send representatives to two dinners

sponsored by special interest groups. For these

activities, Berkeley allocated over $900 to the government.

Travel Expenses. Harvard Medical charged $7,330 for

governing board travel costs on two trips, one examining

issues related to election of university officials and the

second to study investment and divestment in South Africa.

The University of California (UC) charged $2,600 for UC's

former president and his wife to fly first class to attend

a dedication of student housing named after him. Since

these individualc are not UC employees and there is no

necessary benefit to either Berkeley or the other eight

schools in the UC system, the entire trip is unallowable.

The portion of cost allocated to the government for these

two trips was $315.

Circular A-21 specifies that the difference between first-

class air accommodations and less than first class is

unallowable except under specific circumstances. UC

charged $1,494 for an individual to fly first class to a

meeting, without justification for the first-class travel.

In addition, UC.charged $14,881 for chartered aircraft on 5
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trips, 4 of which originated and ended within California.

Four of the trips involved only one passenger, the fifth

two passengers, and no justification was provided for the

chartered aircraft for any of the trips. For these, the

government charges, applicable only to Berkeley, was $365.

- Fund-raising Activities. Circular A-21 states that klosts

of organized fund-raising and similar expenses incurred

solely to raise capital or obtain contributions are

unallowable. Berkeley spent $3,300 to purchase 150

football tickets to give to potential donors, $580 of which

was allocated to the government. Harvard Medical also

spent $8,296 in preparing a history on endowed

professorships. For this, $290 was allocated to federal

research.

bdvertising Expenses. OMB Circular A-21 specifies that the

only advertising costs allowed are those necessary to meet

the requirements of a sponsored agreement, such as

recruiting personnel, procuring goods and ,:ices, and

disposing of surplus materials. At Berkeley, we found

three transactions totaling $912 for advertising for

scholarship applications, a sexual harassment workshop, and

graduate division office hours. Of this total, $160 was

allocated to the government for these expenses.

ilL.A.-11WMa/M29-9.111-EXIMIIM-Entertaett. Circular A-21

states that costs 'incurred for amusement, social

activities, and entertainment are unallowable. Harvard

Medical charged $7,336 for events sponsored by Harvard

Neighbors, a social organization, of which $257 was

allocated to the government. In Berkeley's student

services pool, we found charges totaling $931 for an

t )
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undergraduate retreat and for room rental and catering for

a student party. We also found an expense of $850 for a

desk which should have been capitalized. Since only a

small portion of student services at Berkeley is allocated

to the government, $45 was allocated to the government for

these items.

QUESTIONABLE COSTS

Qlficers' Housina Costs. Since March, when we testified on

the excessive costs associated with Stanford University's

President's university-owned residence, much attention has

been given to this area by all parties concerned. OMB's

recent revision to Circular A-21 now makes such costs

unallowable. While these Costs were not specifically

unallowable at the time the proposals we reviewed were

prepared, some of the costs charged do appear

inappropriate. For example, part of the costs that MIT

repaid included $174,000 in costs charged to the

president's house account for such items as liquor

purchases, flowers, and art, for which the government paid

$120,492. Berkeley charged $155,415 to the account for its

chancellor's residence, of which $27,260 was allocated to

federal research. These charges included, for example,

linens, flor,t1 arrangements, and othPr household items.

Harvard's auditors found about $114,000 in unallowable

costs associated with the presidont's iesidence, of which

$4,1100 was allocated to federal research. These costs were

included in the proposal reductions we discussed earlier.

In addition, we found three transactions totaling $20,229,

for the president's travel, car, and publication of the

k.0
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President's Report, which is distributed to members of the

community. For these, federal research was allocated $708.

-- Dues and Memberships. Harvard Medical spent $2,875 for

dues and memberships to various organizations, such as the

Association of American Universities, for which the

government was allocated $101.

-- Other costs. Harvard Medical included legal fees for 12

legal matters, such as fees incurred in the sale of

property in New York and defending a sex discrimination

suit brought against the Harvard Business School, in its

indirect coat proposal. These items totalled $246,925, for

which $8,642 was allocated to the government.

Berkeley charged at least $19,512 to indirect costs for

numercus events at its faculty club, many of which were

unallowable for reimbursement by the government. These

events included several luncheon meetings for

interconegiate athletics and lunch and breakfast meetings

regarding public relations, public ceremonies, and alumni

affairs. While some of the faculty club meetings may have

been considered allowable, many were not. In charging

these meetings to the cost pools, Berkeley had not

attempted to distinguish between those events that might be

allowable and those that clearly were not allowable. As a

result, all faculty club events were charged to indirect

costs, and $3,422 of this was allocated to the government.
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EXAMPLEZL OF IMPROPER ALLOCATIONS OFDERMI
We also found problems similar to the allocation problems

discussed in our testimony, in other areas:

-- Distribution Base. Indirect cost pools are allocated to

each of a university's benefitting functions in what is

called a step-down process. For an example, some cost

pools, such as building depreciation, are allocated to both

indirect cost wols and direct functions, such as research

and instruction. Amounts that are allocated from one

indirect cost pool to another indirect cost pool are called

cross-allocations.

Circular A-21 states that cost pools are to be allocated to

functions on a modified .:.otal direct cost (MTDC) basis.

However, Harvard Medical uses what it calls an "accumulated

modified total cost base" for allocating costs. This

method, which is not prescribed by Circular A-21, increases

the cost base of each pool at each level in the step-down

process, which serves to compound the relative portion of

costs allocutea to research. HHS has disallowed this

method in its negotiations with Harvard Medical, which we

concur with. We found this approach resulted in an

additional allocation to the government of $663,000, but

Harvard Medical did not adequately justify the approach's

equity.

Eovipment Depreciation/Use Allowance. Berkeley charges

depreciation on certain classes of its equipment and use

allowances on others. We found errors in its depreciation

calculations that cesulted in $6,700 overallocated to

01(6kJ'
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federal research. In addition, we found inaccuracies in

the equipment data base that Berkeley used to calculate its

indirect costs; we also found that it did not reconcile

with the equipment inventory. For the errors in the

equipment inventory, $136,000 had been overallocated to the

government.

We also found that the equipment values included in

Berkeley's inventory did not reconcile with the dollar

amounts included in Berkeley's accounting records. This

was because assets were recorded in the equipment inventory

on the basis of the purchase order amount, whereas assets

were recorded in the accounting records on the basis of the

invoice amount. We could not determine what effect this

might have on charges to the government.

-- Operation and Maintenance (00) costs. We found several

problems in the way Berkeley allocated its O&M costa. For

example, certain costs were allocated on the basis of total

costs rather than on assigned space, as C:rcular A-21

specifies, and certain costs were erroneously allocated to

departments that do not benefit from those costs. As a

result of this, a net total of $287,000 was actually

underallocated to the government.

-- Utility Study. At Berkeley, we found that wrong utility

factors from its utility study were used in preparing its

proposal. We also found minor miscalculations uoed to

arrive at the factors in the utility study itself. Had

theseserrors not occurred, an additional $96,000 would have

been allocated to the government.
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-- Library Pool. Berkeley allocated most of its library costs

on a basis inconsistent with A-21, without conducting a

special study or otherwise providing adequate

justification. As a result, its proposal allocated $3.5

million more to the government than would have been allowed

had the university used the standard Circular A-21 method.

HHS did not accept Berkeley's allocation of library costs

in negotiating the indirect cost rate.

-- Other allocatjon errors. We found that Berkeley also made

other misallocations of costs because of a programming

error. This resulted in $24,000 overallocated to the

government.

t)
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Mr. DINGELL. The committee is grateful to you for your invalu-
able assistance to us. A7 you very well know, the Chair has enor-
mous respect for the General Accounting Office, and you have
served this subcommittee and this country well on the missions to
which you have been assigned by the subcommittee, and we are
very appreciative of your presence today.

The Chair recognizes first the distinguished gentleman from New
York, Mr. Lent, for questions.

Mr. LENT. Thank you, Mr. Chairman. I want to join the chair-
man in thanking Mr. Peach for his testimony and for all of the
work that the GAO has done in this particular area.

Mr. Peach, in your testimony, you state that now is an opportune
time to reexamine the Federal approach for reimbursing; universi-
ties for these indirect costs. My question is: Is there any theoretical
basis for reimbursing these universities for more than the margin-
al, indirect costs of doing research for the Federal Government, as-
suming that these costs can be identified?

Mr. PEACH. At least the basis that I would go back to, and the
basis we have been operating under is Circular A-21, and you asked
about a theoretical basis forgoing beyond that. But the basis gener-
ally established in A-21 relate to reasonable costs that are incurred
directly related to the operation of the university and the research,
and an equitable distribution of costs between tile Government and
the university.

Mr. LENT. Well, in other words, the question rephrased, and I
guess your answer would be the same is: Should the taxpayers bear
more than the extra burden imposed on the universities because
those universities happen to do research work for the Federal Gov-
ernment? And I think your answer is, they need not be or should
not be.

Mr. PEACH. Certainly the case of the types of cost, if I move
for more theoretical and we look at the types of costs that have
been identified as a result of the audits that have been done, it
shows a consistent abuse in charging costs that even are clearly
unallowable under the circular, a number of other costs that are
questionable when you apply the princ,ples of being reasonable
costs that relate to the ongoing business of the university, and also

a number of special studies used to support allocations of substan-
tial amounts of costs which don't result in an equitable distribution
of the cost:, that they are involved with.

Mr. LENT. Now you mention the different types of indirect costs
negotiated by these two 9g.-acies, ONR and HI-IS, a fixed rate with
a carry-forward provision in the case of ONR, and a predetermined
fixed rate scheme in the case of HilS. Did you also notice any dif-

ference in the philosophy as between these two agencies? Was ONR
more inclined to compensate universities for their costs, and was
HHS more inclined to try to negotiate the lowest overhead rate
possible?

Mr. PEACH. Well, the difference, I would describe as a full cost
basis, as opposed to a cost-sharing basis. Those were the principles
that were being applied. ONR is operating on a basis of reimburs-
ing you for the full cost that you are claiming, whereas :IITS is op-
erating off of a negotiated basis where they will negotiate a rate
for a fixed period, usually 2 years into the future.
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The university will make a proposal as to what they think their
rate should be. It is examined for some period of time by HHS, and
then they negotiate a rate that they think is a reasonable rate. It is
not subject to audit afterwards once they have negotiated the rate.
Whereas in the case of ONR, they will agree on a provisional rate,
on which the university will be reimbursed for a year, and then
they ill come in and audit what the actual claims are; and they
will carry forward any additional costs that they can claim above
that additional rate. And it is designed to reimburse them for their
full costs.

Mr. LENT. So that the ONR rates tend to be more fully docu-
mented than do the rates charged by HHS; but on the other hand,
the HHS rates tend to be generally lower?

Mr. PEACH. They are more fully documented withthe average
rate for an ONR school is 59 percent; the average rate for an HHS
school is about 50 percent. So there is a considerable amount of dif-
ference in those rates,

Mr. LENT. Thank you, Mr. Peach. I see my time is up. Thank
you, Mr. Chairman.

Mr. DINGELL. The Chair thanks the gentleman.
Mr. Peach, last year Mr. Mil Lon Socolar, General Accounting

Office, often testified before this subcommittee regarding the situa-
tion at Stanford. At that time, Mr. Socolar said that he is not in a
position to determine whether Stanford was in a unique situation
regarding the problems associated with its indirect costs or wheth-
er it was just a part of a larger problem.

Based on your further audit work at MIT, Harvard, and Berkeley
and at other schools, would you say that the situation found at
Stanford was typical, or was it unique?

Mr. PEACH. Mr. Chairman, I think we are certainly in a position
now to say that the problems are systemic. If yon, for example,
take the controls over areas like general administrative expenses,
our work at the three schools has shown the same pattern we
found at Stanford. And we also know now that HHS's work and
DCAA's additional work at a number of other universities show the
same types of problems in the charging off of those expenses.

In addition, now that we have been to other schools and also
have looked at memorandums of understanding, spk cial studies
used to support allocations, we again see the same pattern of it re-
sulting in an inequitable allocation of costs to the Government. So
I would say clearly the problems are systemic.

Mr. DINGELL. I think it is important that that be on the record,
because we don't want to be singled out as picking on one school or

iuniversity where we have a situation that is widespread and n-
volves a broad spectrum of participants in Fczleral grant programs.

Now, Mr. Peach, to what extent did the General Accounting
Office find specifically unallowable costs being billed to the Govern-
ment at MIT, Harvard, and Berkeley?

Mr. PEACH, Well, Mr. Chairman, I will cite an example that may
be one way to give you an idea of what the specifics are. If I was to
refer to my overall statement, the longer statement that I have, on
page 5, we have an example pointing out that MIT took a look in
its sensitive accounts in response to a request from DCAA to look
at that, and for a 5-year period identified about $1.8 million in un-

4 :2
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allowable costs, $778,000 being charged to the Government. The

items that were included in those costs were things like floral de-
signs, airline airport cl,ibs, artwork, overseas trips, receptions, din-

ners, and party expenses. Those are all the areas for which MIT
has now agreed to reimburse the Government.

Mr. DINGELL. Now, 1 believe we ought to address one question. Is

it fair to say that the ;01allowab1e, questionable costs are attention
getters; but in reality, the problem is deeper and broader, and that
is that the allocations practices significantly alter the cost arrange-
ments? Is that a fair statement?

Mr. PEACH. Yes. I would agree very much with just the way you
separated those. The unallowable costs, and the questionable ones
like the president's home and other issues like that, are things that
will clearly get a lot of attention. But there is also very large

money involved in these special studies, these memorandums of un-
derstandings, which cover these big areas of utilities costs, depre-

ciation, and library expenses. And if they resulted in an inequita-
ble allocation, you can be talking millions of dollars.

Mr. DINGELL. So while they may attract a considerable amount
of attention and while they are a significant problem, that there
are other elements of the problem which are extremely important
to which we have to devote our attention?

Mr. PEACH. That is correct, Mr. Chairman.
Mr. DINGELL. One mechanism, as you have indicated, for the

shifting of the allocation processes are the memorandum of under-
standing. At Stanford, for example, the MOU's resulted in a shift
of $20 to $30 million to the taxpayers. What did you find regarding
MOU's at these three universities and at others?

Mr. PEACH. All right. Let me ask Mr. Cohen to talk about the
problem that we fouhd with one of the MOU's that we identified
specifically at MIT, which was quite a sizeabiQ problem.

Mr. DINGELL. If you please.

TESTIMONY OF JOSEPH S. COHEN

Mr. COHEN. Thank you, Mr. Chairman.
MIT, like Stanford, being an ONR school, did have a number of

memoranda; 10, specifically. One of the ones which I think is par-
ticularly straightforward and easy to explain involved a building

on which MIT had signed a lease and had already exercised an
option to purchase. This was a new building to the university and

one which they were planning to devote fully to research. They had

to spend $3.6 million to put this building in condition for it to serve

as a research laboratory.
This information was made available to the Government, to ONR

and to DCAA, and they agreed, in the form of a memorandum of
understar,ding, to allow this $3.6 million in renovation costs to be
amortized over 6 years, 1984 to 1989, or 1985 to 1990, as the case
may be. They had already, as I said, agreed to purchase this build-

ing; and as a purchased building, MIT would have been obligated to

use its own policy of depreciating or taking a use allowance of 2

percent a year, $72,000 :n this case.
So during this 6-year period, after facto ing in what the Federal

Government paid, MIT ac:mally charged the Federal Government



40

$2.4 million more than would have been allowed under the use al-
lowance.

Mr. DINGELL. Now, ladies and gentlemen, at MIT, what did you
find in terms of the appropriateness of the MOU's, as well as the
impact of the MOU's?

Mr. PEACH. Well, the one that Mr. Cohen just described was one
that we came across directly and were able to define an impact and
attach a dollar value to it. That was one that we also raferred to
DCAA. DCAA was in the process, while we were there, of also ex-
amining and going into the other MOU's. And they currently hs vP
done work to try to define what they think the total scope of the
finding is there.

They suggested their problems with at least 8 of the 10 MOU's
from DCAA's work, and the most recent figure they are talking
about for the 1 year, was in the range of between $4.5 and $5 mil-
lion associated with that.

Mr. DINGELL. Could we note here, for the record, that of the
schools we have been discussing, only MIT had MOU's, and that
HHS schools do not use these devices?

Mr. PEACH. They do not use those devices. Sometimes they
havesome of the HHS schools, on occasion, have what they call
special studies that are provided, but not memorandums of under-
standing.

Mr. DINGELL. Do they tend to function the same way as MOU's?
Mr. PEACH. Well, in this case, you get a signed document; I think

the special studies, on the other hand, if they are looked at and
agreed to, we consider them as being unwritten MOU's.

Mr. DINGELL. Now, Mr. Peach
Mr. PEACH. They work the same way, in effect.
Mr. DINGELL. I am sorry. Mr. Peach, the Government audit agen-

cies tend to focus on the existence of MOU's in their risk assess-
ments to determine which universities seem to be at high risk.
During your reviews, didn't you find that while MOU's are a prob-
lem, there are a number of other hidden agreements or not formal-
ized agreements that can have major cost shifts in the allocation
process?

Mr. PEACH. Yes, we did. One example that I cited and referred to
relates to the policy on capitalization that we found st MIT. Their
capitalization policies require an expense to be above $3 million
before they would capitalize it. Whereas at the other two schools
we visited, it was $50,000 and $20,000. And we just applied and
looked at projects where they had spent at MIT over $100,000 that
should have been capitalized and should have been amortized in
the year in which they were expended

And in that particuiar case, it rest ed in a substantial amount
of money that was inappropriately c' arged off in a y ear. I think
$1.9 million was .he total that I was looking for.

Mr. DINGELL. Mr. Peach, can you tell us what you found regard-
ing these infoi mal agreements or arrangements at each of the
three schools that we are discussing?

Mr. PEACH. All right. Let me asklet me ask the people that
have done the work directly to describe examples of those . 'nes of
problems that we found at the schools.

Mr. DINGELL. That would be very appropriate.
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TESTIMONY OF DOREEN S. ENG

MS. ENG. As an example, at Berkeley we were looking at how

they were allocating their equipment depreciation and use allow-

ances costs, and A-21 specifically requires that it be done on a
building-by-building basis.

What we found at Berkeley is that they were doing it on a de-

partment-oy-department basis, which would have been OK if they
had done a 100 percent sample; but they didn't. They only did a
partial sample. So what happened, if you had a department that
wasn't sampled and say that department had 50 percent research
salaries, 50 percent instruction salaries, since they didn't actually
sample the physical space, they did it on salaries and wages, and so
the space would be allocated 50-50, even though there may be a
very different proportion that was used for instruction or research,
but they had no way of knowing.

We did ask HHS about this method. They said they knew about
it, that they were using it, but they felt that it was simpler, and it
was OK. We could not quantify the amount, because the only way
would have been to do an actual physical sample of all the build-

ings ourselves. But it is just another example of an arrangement
that was agreed to between the school and HHS, but was not docu-

mented.
Mr. DINGELL. You referred to one item at MIT, I believe, else-

where in your discussions with the staff. You indicated that on

instance, MIT expended $3.6 million in fiscal year 1990 for .14

building projects, that each exceeded $100,000; $1.9 million was
charged to Federal research. Had these items been capitalized and
subject to use allowance, only $38,000 would have been charged to
Federal research for that year. Is that a correct statement?

Mr. PEACH. That is correct, Mr. Chairman.
Mr. DINGELL. And again, you noted that at Berkeley and Har-

vard Medical School, the dollar thresholds were $20,000 P:id
$50,000 respectively. At MIT, the dollar threshold was $3 million.
So that this, again, tended to shift the equation in favor of MIT in
connection with their activities in this area; is that correct?

Mr. PEACH. Very much so. We thought $3 million was a very
high number to have for suggesting that you would be expensing
things before you would capitalize them.

Mr. DINGELL. How did that number, $3 million, creep in?
Mr. PEACH. I don't know whether Mr. Cohen has any insight on

that or not.
Mr. COHEN. Yes, I have some. In the early 1980's, the Navy and

DCAA pointed out to MIT that they didn't have a very clear capi-

talization nolicy. They asked MIT to prepare one, which they did
MIT prepared an initial draft of the capitalization policy, which

didn't have any threshold.
It was brought to their attention by DCAA, I believe, that they

needed a threshold. MIT proposed $3 million as this threshold, al-

lowing them to expense all building improvements and renow,tions
below that amount; and that, in effect, was accepted by ONR and
DCAA, and has been the policy at MIT since 1982,

Mr. DINGELL. Now, Mr. Peach, we have been discussing some-
thing here, and you and Mr. Cohen have been addressing it. What
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can we say has gone wrong here? Is it a question of insufficient
Government oversight in which we find a situation where universi-
ties have then moved aggressively into a vacuum created by ihat,
or what is th,) situation?

Mr. PEACH. You are close to the way I would characterize it, Mr.
Chairman. I would say you start off with A-21 guidance. It invited
opportunistic interpretations by schools that used it as an opportu-
[Ay to reach for all that they could receive in reimbursement,
often not having very good controls or very good accounting sys-
tems at the schools, backed up ')3T a lack of oversight by the Gov-
t.,rnment agencies that were supposed to be protecting the Govern-
ment's interest in this regard. All those things.

Mr. DINGELL. Mr. Peach, your colleague, Mr. Socolar testified
last year that Stanford was aggressively going after every dollar it
would lay hands on, and that the Government was not keeping a
watchful lye. Do you have or do we have any reason to believe that
MIT, Harvard, and Berkeley were engaged in similar behavior with
their capitalization policies, their accumulated modified total cost
base and an allocation of equipment costs by departments instead
of by buildings?

Mr. PEACH. Certainly they were all aggressive. MIT and particu-
lany Harvard Medical could be described, I believe, as being very
aggressive in their reimbursement request policies. Berkeley was a
little bit different in that it is the one school we went to where we
found they were making errors both ways. There were errors and
mistakes that werP being made that worked in their favor, and
there were also some errors they made that worked in the Govern-
ment's favor. And it did look like on some occasions that they just
didn't really have people who had a good, clear understanding of
what they should be doing and how they should be applying the
principles. At the other schools, all of the problems we found
always wo, kat in the university's favor. None worked in the Gov-
ernmen.;'s :avor.

Mr. L INGELL. It would be fair to assume that we would cxpect
that some mistakes would work in favor of thu university rathe!.
than in favor of the Government,

Mr. PE,Ch. Yes.
Mr. DINGELL. Now, we have been hammering rather hard at sev-

eral un .versities. Would it be fair to say, however, that there is a
strong possibility that similar events were going on elsewhere and
have nk,4 yet been fully developed in the course of the sundry
^udits?

Mr. PEACH. Yes. If you are referring, I think, both in terms of
ther universities, I an assuming you might also he referring to in-
direct costs as they are appled in other areas of Government activ-
ity where we are currently involved, at your request, in looking at
some )f the Superfund contractors et EPA. And we are also getting
involved at your request r nd looking at some of the indirect costs
at the major Department of Energy facilities.

Mr. DINGELL. And we are looking forward to a great outburst of
generosity on the part of those people in returning moneys to the
Federal Government.

Mr. PEACH. Right, right.
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Mr. DINGELL. The Chair is going to recognize my good friend, Mr.
Bliley, for questions.

Mr. BLILEY. Thank you, Mr. Chairman.
You described the fixed rate with a carry-forward provision as

the system used by ONR; is that right?
Mr. PEACH. Yes.
Mr. EY. I think they call it provisional rate, but it was k.

carry-forward, and it is designed for full cost recovery.
Mr. BLILEY. When is it used and when must the university

refund inappropriate charges?
Mr. PEACH. Well, the rate is agreed upon year by year, and then

it is subject to the claims made by the university, after an auditor
review. And if there are additional costs that the university should
be receiving, then that is carried forward to the next year; or if
any problems occurred, that should also be carried forward and ad-
justed out into the preceding years. That is how the system is de-
signed to work.

What, of course, occurred at Stanford and also at MIT and some
of these other schools, as these issues have been brought up about
improper, unallowable costs and they have been identified, they
have caused the universities to take action to reimburse costs for
those past years, many times going back in the 1980's for some
years.

Mr. BLILEY. I see. But does not the use of this carry-forward en-
courage a university to include an inappropriate charge, knowing
that the only remedy will be a lower rate in some future year?

Mr. PEACH. I don't thinkI woilid have to say I don't think it is
just exactly only the carry-forward. I mean, I think the whole
system has been designed to be as lenient towards the universities
in terms of trying to assure them as full a recovery of whitever
costs they claim is as possible.

I think that is the way the system has been working up to the
point that the oversight hearings that were begun by this commit-
tee, and the investigations have begun to shine a spotlight on that
activity and say there is something questionable that is occurring
here. And people then begin to line up and say, well, yes, there are
some problems, there are some costs; let us go ahead and look at
them and begin to reimburse you for some of those costs.

Mr. BLILEY. You stated that Harvard Medical School proposed for
fiscal year 1991 overhead rate of 96 percent?

Mr. PEACH. That iS correct.
Mr. BLILEY. But that HHS imposed a rate of 631/2 percent?
Mr. PEACH. That is the rate HHS has proposed for reimbursing

them. It is my understanding that Harvard Medical is challenging
that.

Mr. COHEN. Right. They are using a provisional rate of 88 per-
cent right now until this matter ig resolved, which I think was
their rate from the prior year. But HHS, in its unilateral determi-
nation, is saying the rate should be 631/2 percent.

Mr. BLILEY. Well, is there any kind of an audit going on at Har-
vard?

Mr. COHEN. Well, we did some audit work at Harvard during a
process where HHS and the Harvard Medical School were in the
earliest stages of resolving this through the appeal process.
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Mr. BLILEY. My reason in asking the question is if there is not
some audit there, how will HHS be able to establish this 631/2 per.
cent under this appeal as the right thing and not indeed at what
Harvard says at 96?

Mr. PEACH. The HHS process is a negotiated process. Harvard
has come forth with their position in support of what they think
justifies this rate that they asked for. HHS has )ked at that and
said, we think 631/2 percent is as much as we should be giving you
for your indirect costs, and then it gets into a negotiation kind of a
process between someone having to resolve and look at the appeal
that is brought forward by the university administratively in HHS.
But it is more of a negotiating process as opposed to a process that
is a result from a specific audit with a lot of specific costs.

Mr. BLILEY. What happens if negotiations break down and they
can't reach an agreement? What happens then?

Mr. PEACH. Well, eventually the appeal has got to be resolved,
and they have got to agree to a rate at which they will be reim-
bursed. I suppose the other thing, you say what happens if they
come to a rate that HHS says this is all we are going to give you
and Harvard is not satisfied with that, they could decide whether
or not they want to do the research they have been doing.

Mr. BLILEY. I see.
Mr. PEACH. I suppose that would be an ultimate kind of solution

to say, well, if that is all we get from indirect research costs, we
can only get 65 percent reimbursement here, then we aren't going
to do the research.

Mr. BLILEY. Well, HHS can take their research somewhere else,
too; they would have that option.

Mr. PEACH. Right.
Mr. BLILEY. Is there any other school that has a rate that ap-

proaches 96 percent?
Ms. ENG. We have read that there are some schools that are

close to that air ount, but we ourselves have not looked at those
schools. For example, we have seen ; 1-1.e press Howard University
was somewhere over 100 percent.

Mr. BLILEY. Over 100 percent, and we haven't looked at it?
Ms. ENG. No. Because in terms of research dollars, it is not one

of the top schools.
Mr. BLILEY. Oh, I see. Well, when you say it is not one of the top,

how much do we spend out there?
Ms. ENG. I don't know. We did not examine that school, in par-

ticular.
Mr. BLILEY. It would seen, co me that if we had 100 percent or

over 100 percent for overhead costs, that we ought to look at it; I
don't care what the figure is. You know, because if you don't look
at it, then you say, well, some other school is doing research and
saying, gee, we are only charging 25 percent; this school up here is
charging 110 percent. We are chumps. Maybe we ought to go, you
know, raise our sights a little bit. That is where I am coming from.

Mr. Chairman, I am happy to yield to you.
Mr. DINGELL. I want to commend the gentleman for his ques-

tions. There is one thjng I think that will help us to understand
this situation. In the case of the Navy, their audit programs are
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directed at dealing with specific rules of behavior which are set
forth; is that correct?

Ms. ENG. I am sorry. Could you repeat the question?
Mr. DINGELL. Yes. In the case of the Navy, their programs deal

with specific patterns of behavior which are clearly defined in the

rules and in the agreements; is that right?
Ms. ENG. As we understand them, yes.
Mr. DINGELL. And in the case of HHS, it is essentially more a

negotiated process which is somewhat vague as to the underpin-
ning and the rules lApon which those agreements are based; is that

a correct stateme.at?
Mr. PEACH. Just to break in, Mr. Chairman, clearly there is not

the kind of documentation there in the NHS. It is a negotiating

process. Oftentimes there is clearly not that much documentation
about how they got to their negotiating position, what they are
going to suggest, what they are going to reimburse at. Sometimes

there is some documentation, sometimes not a lot of specific docu-

mentation.
In tne ONR approach, the schools submit what they think they

have a right to recover and it is looked at in accordance with the

circular and ii accordance with any special agreements they have.

And if they deem it to be allowable under that, then it gets reim-
bursed for that cost.

Mr. DINGELL. I hear what you are saying. Would I be fair in in-
ferring that it is harder to deal with a situation? Let me describe

what I understand you are telling me. You are saying that HHS is

more aggressive in its negotiations and its handling of the agree-

ments.
Mr. PEACH. They seem to be operating more on the idea we are

willing to share your indirect costs up to a point.
Mr. DINGELL. Yes.
Mr. PEACH. And they will establish what that point is. It is not,

we are going to reimburse you for everything you ask for, but we

are willing to share up to a point; and we will negotiate with you

on what that point is going to be. You make a representation, and

if we think that is too much, then we will negotiate on the point.

Mr. DINGELL. The problem is, in the case of HHS, although they

are more aggressive, they have less documentation, is that right?

Mr. PEACH. That is correct. I can back that up with kind of an

example.
If you take Berkeley, Berkeley asked for a 59 percent rate. MIS

and Berkeley acceptedultimately a 49 percent indirect cost reim-

bursement rate. Now, we looked at Berkeley's original proposal
that the: made to back up that 59 percent rate, and in our quick

look at it, we found at least $4 million that could be knocked out of

thatout of what they had requested that was inappropriate.
If you look at what HHS did just through their judgment in ne-

gotiation in reducing the rate from 59 percent to 49 percent, that

accounted for about $8 million, so they, in effect, through their ne-

gotiating practice, knocked out $8 million. It wasn't as precise as
when we looked at it, and we looked at precise costs, and said spe-

cifically we can add up by a quick look $4 million that doesn't fit.
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Mr. DINGELL. Now, ONR has a different approach. They tend to
be more gentle and less aggressive, but they tend to require more
in the way of documentation, is that right?

Mr. PEACH. There would be more in the way of documentation,
but I would have to say our work at Stanford and at MIT calls into
question the quality of the documentation in a number of in-
stances, and their willingness to accept that documentation is a
basis for saying, yes, we will reimburse you for those costs.

Mr. DINGELL. Thank you. I thank the gentleman for yielding to
me.

Mr. BLILEY. Mr. Chairman, I yield back at this time.
Mr. DINGELL. Now, Mr. Peach, the university community has

sought to porti ay the Government's questioning of costs at Stan-
ford, MIT, and other colleges and universities as breaking a part-
nership that started some 50 years ago between the Federal Gov-
ernment and the universities, and the allegations are being made
that the Government is now auditing under different rules and ret-
roactively applying these rules into the 1980's. You have identified
a number of expressly unallowable charges that you found in the
billings of the universities to the Federal Government.

Did your auditors use any new definitions of what is allowable or
not allowable or did you use the same definition of allowable and
unallowable that has existed at the time these expenses were first
incurred and negotiated and at the time the bills were submitted
and presumably paid and are we to infer that those same standards
are still in existence today?

Mr. PEACH. We didn't come up with any new rules, Mr. Chair-
man. We went right back to Circular A-21 as it existed for the
period in time that we were looking at the costs, and we made our
examinationour interpretation of what is provided in A-21in
ways that we felt were designed to protect the Government's inter-
ests, and, through doing that, identified unallowable costs, clearly
not allowable under A-21. We also .bund a number of charges that
we identified as questionable costs because we also felt they didn't
meet the criteria as being reasonably related to the research activi-
ty of the university.

An example of those questionable costs, for example, which has
caught a lot of attention, are things like president or executive
homes at universities and their use which were charged off and
which became a large issue at F4anford. And we put that not in an
unallowable, but in the questh)nable category. We felt it was clear-
ly questionable. It didn't meet the test. We were using A-21.

Mr. DINGELL. So we haven't changed the rules at all?
Mr. PEACH. No, we have not changed the rules at all.
Mr. DINGELL. Now, Mr. Peach, when you questioned some of the

MOU at both Stanford and MIT, again in determining whether it
was appropriate, valid, and equitable as regards the MOU, did you
use any new standards or did you use the same standard that
should have existed at the time that the universities were attempt-
ing to enter into the agreements?

Mr. PEACH. Again, I think we are using the same standards. A-21
provides that a university can come up with a special study or
some other support if they believo the specific provisions provided
in A-21 are not going to result in an equitable distribution. What
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they also are required, in my judgment, to do under A-21 is in their

study to provide something that does result in an equitable alloca-

tion to the Government as well as them. The ones that we identi-
fied, the MOU's that we identifiedwe felt did not meet that test
of providing for an equitable distribution to both parties.

Mr. DINGELL. Now, it is also true for the informal agreements
that depreciation versus expensing, the capitalizationso here,
again, are you taking some new standard and applying it to the

universities or are you maintaining the existing standards that
should have been entered in place at the time the agreements were

entered into?
Mr. PEACH. Again, I would think we are using A-21 as a guide,

but in some cases, you know, we were then applying the test of rea-

sonableness under A-21, such as in the depreciation expenses and
whether those costs should be capitalized. That wasn't an MOU. It

wasn't a special study. It was an accounting policy that the univer-
sity had developed that we felt resulted in an inappropriate ex-

pensing.
Mr. DINGELL. Mr. Cohen, you were nodding. Did you have a com-

ment?
Mr. COHEN. No, just agreeing.
Mr. DINGELL. I just think you and Ms. Eng are valuable re-

sources, and the subcommittee wants you to feel comfortable in

speaking to us.
Mr. COHEN. The only thing I would add is that when we looked

at the $3 million capitalization policy at MIT, we looked at the
other universities where we were doing ..work, and we inquired of

some independent public accountants Alather they knew of other
institutions that expensed everything up to $3 million. This is a
double check on us. They may be out there, but we tould not find

other institutions that had the same policy.
Mr. DINGELL. Ladies and gentlemen, you have indicated ii1 your

testimony this, and I quote, 'At all three schools we found numer-

ous problems with the allocation method. These problems ccur be-

cause universities either did not comply with or improperly applied

the A-21 criteria. As a result, overallocations of indirect costs to
the Government totaled over $12 million."

Mr. Peach, isn't it true that what has really happened here is

that for years universities have overbilled the Government and

that the Government now is just discovering it and attempting to
recover or rather determine the amounts which were overbilled

and then to recoup it on behalf of the taxpayers?
Mr. PEACH. I think that is essentially true. We believe what has

occurred is an overbilling of the Government, and I think the issue
now is what remedy is available to the Government in the face of

that.
Mr. DINGELL. Now, Mr. Peach, how would you respond to the

charge that the Government has changed the rules on the universi-

ties in mid-course and that the identification and attempted collec-

tion of the overcharges is unfair?
Mr. PEACH. Mr. Chairman, I don't think the rules have changed

unless you want to call the beefing up of the circular after the ini-

tial inquiry started into this area as a changing of rules. Now, that

is prospectively.

tv 4
Li A.
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But in terms of looking at what has been happening before,
again, I don't think the rules have changed. I think it is a shifting
in the enforcement mentality. I don't think there was much en-
forcement of the rules going on until this comtnittee began to dig
into this area, and now there is a much more intensive effort at
enforcing the rules that existed.

Ms. ENG. I would just like to add to that, just as a key note.
When we talked about the MOU's at MIT, they had looked at them
and actually issued a report the end of February, 1991, that said
the MOU's were fine; they were reasonable. I think it was an un-
fortunate choice of words. I think their intention was that they had
looked to see whether the MOU's had been properly complied with
without using their judgment as to whether the MOU's themselves
were reasonable, and it wasn't until after your March hearings
that they realized that they needed to do that and pulled their
report and reaudited those MOU's.

Mr. DINGELL. And found that the MOU's did not comply with the
requirements of A.21?

Mr. PEACH. Yes. And I think it was a little bit more. If you want
to say the depth of what was being done was saying, well, these
costs are being charged in this fashion, yes, there is a memoran-
dum of I:,.iderstanding here that covers how those costs are being
charged without asking the other question: Does that memoran-
dum of understanding covering how those costs are charged make
sense?

Mr. COHEN. I could even be more specific. In the case we have
already talked about today, the $600,000 a year amortization of
that leasehold improvement, DCAA would have said, OK, there is a
contract, a memorandum of understanding that says MIT can in-
clude $600,000 in its submission. They looked at the record. They
saw that MIT had submitted in its paperwork $600,000. As long as
they didn't submit $600,001 they accepted it. They never asked the
other question: Is this $600,000 reasonable? Should it have been 2
percent or $72,000? That is the question that wasn't asked until
March.

Mr. DINGELL. So what they essentially did was they never both-
ered to look at the memorandum of understanding. They simply
said, if this complies with the memorandum of understanding, all
is well?

Mr. COHEN. That is the way incurred costs audits were conduct-
ed, to the best of ray knowledge, until March.

Mr. DINGELL. It might make for a quick and easy audit, but it
doesn't necessarily make for good public policy or wise expenditure
of' public funds.

Mr. COHEN. I would agree.
Mr. DINGELL. Now, gentlemen and ladies, Mr. Peach, in your tes-

timony, in the part entitled the causes of the problems, you made
this statement, "Last, we believe, the lax oversight practices by
ONR and HHS were contributing factors. At the schools visited, we
found instances in which both agencies failed to adequately review
their assigned universities' indirect cost proposals or claims to
detect and remove unallowable and/or unallocable costs.
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Focusing on ONR, do you believe that ONR officials have the
right attitude toward guarding the taxpayers' money in conducting
fair and adequate negotiations and reviews at their schools?

Mr. PEACH. Mr. Chairman, the way I answer that is: First, I
would say no, I don't believe that attitude was there at the time
this whole problem started. And I would say, you know, there is an
important difference between having an attitude that I am here to
make sure that you get all the costs that you think you are entitled
to, and an attitude of I am here to protect the Government's inter-
est while assuring that you also receive a fair and equitable reim-
bursement for your costs. I think there is a significant difference
between those two attitudes.

The latter attitude is the attitude we ought to see out there con-
sistently, but the former attitude was the attitude we were seeing
before.

Mr. DINGELL. Thank you.
Now, Mr. Peach, one last question. You mentioned thata

number of actions that you believe may help protect the Govern-
ment's interests on this issue in the future. However, the Govern-
ment must first face forward to the universities and others who
have been a major part of the problem and must identify the fact
that the contracting officers, both at the colleges and universities
and at the Government, appear to be a part of the problem. Is that
correct?

Mr. PEACH. Yes. I mean, that is a part of the oversight, and it
took two groups to make this problem.

Mr. DINGELL. So we have to address. then, the question of man-
agement actions that are needed to improve the way contracting
officers protect the Government interests, is that right?

Mr. PEACH. That is right. We have got to instill that attitude of I
am here to protect the Government's interests while assuring you
get this fair and equitable reimbursement, but my first job is also
to protect the Government's interest here.

Mr. DINGELL. Let's try to look at what has to be done here, just
so we can see. I think it is very clear that we require, first of all, a
careful review of the overall structure of the grants, the agree-
ments, the MOU's, and the regulationslike A-21to be sure that
they protect the public interest, is that correct?

MT. PEACH. That is correct.
Mr. DINGELL. We need to have also a careful review of the time

and the fashion in which audits are made. Is that correct?
Mr. PEACH. That is correct. Certlinly one of the things that I

would just like this opportunity to elaborate on, Mr. Chairman, is
the long delay that often occurs in getting audits to occur under
the system we now have. I see that here not only in the university
auditsI see that when we have looked at Superfund contractors
in our work at EPA, I see that when I look at Department of
Energy contracts where they are often dealing with backlogs of 6 to
10 years out there before there is any kind of closeoutit is almost
too late to do anything if you find a problem when you have a
delay that long. So it is a problem.

Mr. DINGELL. You are defining the fact, then, that there is an in-

adequate number of auditors improperly supported financially and
from the standpoint of policy by the agencies that are supposed to

t
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be seeing to it that these contracts are properly administered, is
that right?

Mr. PEACH. That is right. There is a systems' issue here, too. If
you take, for example, that ONR has 39 schools and HHS has 600-
plus schools and would then try to apply the ONR approach and
require the same kind of audit effort at the 600 schools as it related
to the 39 schools, you are talking about substantial expansion of
effort, which leads me to think that you at least have to consider
ways that we might be able to simplify this system. But the key is
going to be figuring out how to simplify but still provide enough
controls there to make sure that there is adequate protection of the
Government's interest.

Mr. DINGELL. So one of the reasons, then, that we are having so
many problems with these contracts are that the sensible princi-
ples that you have just discussed have not been properly appliea. lb
that right?

Mr. PEACH. They haven't been applied.
Again, one of the points I made at the end of my statement, too,

is I think we need to at least look at whether we should have two
different systems that are dealing with schools right now, adminis-
tered by two different agencies. I think that is an issue that has to
be on the table.

Mr. DINGELL. As well as looking to see whether we have a suffi-
cient number of auditors and a proper emphasis on seeing to it
that the overall public interest is protected all the way from the
contracting stage clear up through and past the point at which im-
proper charges are collected back for the Government, is that
right'?

Mr. PEACH. That is right. Once any decision is made, if we want
to make any adjustments or changes in the system, we have to
make sure it is properly supported.

Mr. DINGELL. Very well.
The Chair recognizes the gentleman from Georgia, Dr. Rowland.
Mr. ROWLAND. Thank you, Mr. Chairman.
Mr. Peach, how much of a contributing factor to the problem is

DCAA's backlog of audits?
Mr. PEACH. I think it is a factor in terms of how quickly you get

at these issues, but at the same time I think you have to have this
attitude change in terms of how much you are looking and how
carefully you are looking in trying to apply the A-21 criteria in de-
ciding whether costs are allowable or not. I don't think that has
been done in the past, so I think we could also have been doing
better audits, more intensive audits. It is not just the backlog.

Mr. ROWLAND. I see. Well, since provisional rates, guesstimates
of cost, is not an efficient audit system critical to keep ultimate
cost in line?

Mr. PEACH. Certainly if you look at the ONR system and you use
these provisional rates, then it has to be backed up by an audit to
decide what kind of adjustments you want to make going forward
in the future years.

Mr. ROWLAND. The provisional rates are used, then. These provi-
sional rates, should they be used while DCAA is making an assess-
ment of the true situation?
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Mr. PEACH. Again, under the system, things are fine. I am not

sure that there is necessarily anything wrorg with a provisional

rate. It is based on what your experience has been in the years im-

mediately preceding and agreeing with lat rate. Of course, then,

you are dealing with the submission that would be made by the
school as to what they think their actual expenses that they should

be reimbursed are and any differences between what they got
under the provisional rate and what they are requesting and

making a judgment from the audit as to whether or not they de-

serve more money or some adjustment should be made otherwise.

Mr. ROWLAND. Those provisional rates are based on preceding

years?
Mr. PEACH. Yes, that is a part of the input. In other words, what

level have we been at in preceding years? What kind of adjustment
should be made to that?

Mr. ROWLAND. Do you think these ere timely and reliable done

this way?
Mr. PEACH. I might ask my colleagues if they have any idea.

They work more closely at the schools.
Mr. CoHEN. DCAA does some auditing of provisional rates. They

do what they call forwa pricing. They do some auditing of those

rates, look at trends. N.iw they are doing, I think, more auditing of

the forward pricing rates. It is not the same as auditing for actual

costs.
Whatever ratewhenever you audit a future projection, it is

only as good as the estimates are. Clearly, at the end of the year,

there will be adjustments made. Allowable costs will either be
higher or lower than the pricing rate.

Ms. ENG. I would add, too, that under the system that they have,

they can't negotiate a final rate unill the actual costs have been

completed. For example, you can't negotiate a final 1991 rate until

1991 is over. So during 1991 they have to have a provisional rate at

which to bill at during that period. So you can't get away from
having a provisional rate.

Mr. ROWLAND. Who is responsible for initiating DCAA's audits,

th,: provisional rates grants? Who initiates that?
Mr. COHEN. I would guess ONR would request the audit.
Mr. ROWLAND. They are not automatic, then? They have to be re-

quested?
Ms. ENG. Right.
Mr. ROWLAND. 1 see.
If3 the university responsible for reimbursing overages before

DCAA does the audit?
Mr. PEACH. Well, the practices in the last few months, since all

thi4 attention has been brought on this area, have caused a
number of universities to go in and scrub their accounts, as they

would call it, identify unallowable costs and reimburse them even

before the audit came in. Interestingly
Mr. ROWLAND. They knew somethiir was amiss?

Mr. PEACH. That is right. Interestingly, one of the items that I
cited in my statement was that Harvard Medical School did that by

bringing in a CPA firm to do a scrub of the accounts, identified

some costs, -no made a reimbursement. We went in and looked at

the work that had been done and identified additional unallowable
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costs that they had not identified which will result in still further
reimbursement.

Mr. ROWLAND. OK, thank you. Thank you very much.
Thank you, Mr. Chairman,
Mr. DINGELL. Mr. Peach, Ms. Eng, Mr. Cohen, we thank you for

your invaluable help to us this morning and throughout the inquir-
ies that the committee may make into these matters. We look for-
ward to a continuing warm and friendly relationship with you and
with your Agency, and we again thank you and commend you for
the outstanding service that you have provided on this matter.
Thank you.

Mr. PEACH. Thank you, Mr. Chairman. We appreciate the opror-
tunity to work with you.

Mr. DINGELL. Our next panel is a panel composed of Rear Admi-
ral William C. Miller, U.S. Navy, Chief of Naval Research, Office of
Naval Research; Mr. Fred C. Newton, Deputy Director, Defense
Contract Audit Agency. Gentlemen, we are delighted you are with
us today.

We thank you for being here, and we have a few preliminary
words. You have both been before the committee before. You un-
derstand it is the practice of the committee to receive all testimony
under oath. Gentlemen, do either of you have any objection to testi-
fying undir oath?

Admiral MILLER. No, sir.
Mr. NEWTON. No, sir.
Mr. DINGELL. Chairman, the Chair advises you it is your right to

be advised by counsel if you so choose. Do either of you seek to be
advised by counsel in your appearance here?

Admiral MILLER. No, sir.
Mr. NEWTON. No, sir.
Mr. DINGELL. For your information, to indicate to you your rights

and the limits on the power of the committee, are copies of the
rules of the committeethe subcommittee, and of the House which
are there befbre you at the witness table.

Centlemen, if you have no objection to being sworn, would you
then please each rise and raise your right hand.

[Witnesses sworn.]
Mr. DINGELL. You may each consider yourself under oath, and

we would be delighted to receive such testimony as you Phoose to
give us today.

TESTIMONY OF REAR ADM. WILLIAM C. MILLER, CHIEF, OFFICE
OF NAVAL RESEARCH, U.S. NAVY; AND FRED J. NEWTON,
DEPUTY DIRECTOR, DEFENSE CONTRACT AUDIT AGENCY

Admiral MILLER. Thank you, Mr. Chairman. I would like to enter
my prepared statement into the record and summarize them for
you here, if that is permissible.

Mr. DINGELL. Without objection, that will be done. You may con-
sider yourself recognized for this time.

Admiral MILLER. Mr. Chairman and members of this subcommit-
tee, I appreciate the opportunity to provide you a status report on
actions taken by the Navy Department to make improvements in
Government contract administration at universities. In late 1990
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and early 1991, based upon information regarding business prob-

lems at Stanford University reported by a Navy administrative
contracting officer, various Government agencies including the

General Accounting Office, the Defense Contract Audit Agency, the

Navy, and staff members of this subcommittee began investigations

that revealed serious billing errors at Stanford, but more impor-

tantly highlighted the need for reform of the business process be-

tween the Government and all colleges and universities.

In reforming our business process, our overall objective is much

broader than recouping previously misspent Federal dollars. As im-

portant as that activity is, I firmly believe that we must look to

reform the system governing Federal support of university re-
search, and that has been one of the principal foci of our efforts

over the last 18 months.
To meet this objective, we have initiated and are continuing the

following actions: We are identifying and rectifying contracting

problems at universities under DOD cognizance. We are establish-

ing and have established personal accountability for past problems,

taking appropriate disciplinary action where appropriate, and es-

tablishing effective oversight to preclude further recurrence. And

we are working both within the DOD and under OMB leadership to

reform and strengthen the Governmenee administrative proce-

dures at each of the schools assigned to DOD cognizance.
I will summarize for you some of the measures implemented to

date in each of these areas. At Stanford University the reform

issues can be broken into two segments: First, the need to audit

costs billed to the Government for the years 1981 to 1991that is

the past yearsto negotiate final indirect costs for those years,

and, where appropriate, to obtain reimbursement for any inappro-

priately billed costs. Second, the establishment of a proper billing

rate and review system for current years, 1992 and forwRrd.

The Defense Conteact Audit Agency, represented here at the

table by my colleague, Mr. Fred Newton, has now issued final

audits on actual costs at Stanford for all open fiscal years through

1988. This audit data is currently under review by the Navy's spe-

cial university team established specifically to handle contract ad-

ministration matters at Stanford. Audits of 1,4,..k years at Stanford

to date contained a significant amount of questioned costs, and the

Navy's special university team will work closely with DCAA audi-

tors and Stanford officials to confirm the audit findings and negoti-

ate final rates for those years. This will be a time-consuming proc-

ess, but a ve-y necessary activity to determine what costs will ulti-

mately be removed from Government billings.
In addition to these audits, a separate audit and review is also

underway on all memoranda of understandingfrequently referred

to as MOU'swhich have provided alternative allocations of costs

to Government-sponsored research. The objective of this MOU

review is to determine whether the MOU's comply with cost princi-

ples for university research set forth in OMB Circular A-21 if in

compliance, whether the terms and conditions of the memoranda

were followed by the university in its billing practices; and, final .

to determine if the memoranda resulted in an equitable assigt

ment of costs to federally sponsored research.

v ,
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Additionally, as appropriate, audit findings and other data are
being coordinated with the Naval Investigative Service for their
review and with the Department of Ju .,;ice for their determination
of possible violations of civil statutes.

sow, considering the more recent open years of 1989 and 1990,
Stanford has submitted its incurred cost proposal for fiscal year
1989 in November of last year, and the 1990 proposal is scheduled
for submission in May, 1992. Audits of actual costs for these years
will determine if the Government has either under or overcompPn-
sated Stanford for its overhead costs during those years. The cur-
rent year, 1991 and 1992 are under consideration by El special uni-
versity team at present.

On 25 April, 1991 the special university team issued a unilateral
determination cancelling all but one of the existing MOU's be-
tween Stanford and the Government from 1991 prospectively, into
the future. At the same time, the special university team unilater-
ally reduced Stanford's fiscal year 1991 provisional indirect cost
rate from the 74 percent to 55 percent, and these actions were
made retroactive to the beginning of the university's fiscal year,
which started September 1, 1990.

Subsequently, on November 14, 1991, Stanford University an-
nounced that it would not accept the Government's unilateral can-
cellation of the memoranda of understanding, which had been the
primary factor in the reduction of the :seal year 1991 rate. The
University therefore filed an administrative appeal of the Govern-
ment's action with the Armed Services Board of Contract Appeals.
Stanford's position is that these MOU's were binding contracts and
could not be cancelled unilaterally.

We are continuing action to resolve the MOU status, but the uni-
versity's action in filing appeals adjusts the possibility that a
lengthy legal process may ultimately be required to determine the
validity of the Government's cancellation of these MOU's.

Stanford also has submitted a forward pricing proposal for its
fiscal year 1992 rates. IIowever, the supporting documentation and
overall proposal are not yet considered adequate by DCAA for their
making a rate recommendation to the ONR negotiators. This is a
necessary precondition for conducting negotiations.

Accordingly, under the terms of OMB Circular A-21, the 55.5 per-
cent rate for the previous year has been extended unilaterally as
the provisional rate for fiscal 1992 pending submission and audits
of an acceptable forward pricing indirea cost proposal from Stan-
ford.

During fiscal year 1991, Stanford's provisional billing rate was
reduced, as I said, -n 74 percent to a final fixed rate of 55 per-
cent. This resulted .1, a number of previously awarded contracts
and grants at the University being overfunded. All affected Federal
agencies were advised of the potentiality of excess funds having
been obligated and were provided options for deobligating these
moneys and reapplying them to other research efforts.

The amount of possible overfunding governmentwide, due to the
reduction in Stanford's rate, is not yet available, as such calcula-
tions must be performed independently by each of the awarding or
granting agencies.
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Fat- the Department of Navy, I can tell you that we currently es-

, imate that approximately $1.4 million in excess funds will result

: rom this rate reduction, based on a total Navy obligation at Stan-

ford last year of $13.8 million.
The second objective in addressing reforms of our Federally

funded research was to estaulish individual accountability for the

problems identified. For that purpose, I established a personnel ac-

countability panel of senior Navy military and civilian officials to

conduct a formal fact finding inquiry.
Based on that panel's report to me, I determined that within the

Department of the Navy, contracting abuses resulted principally

from the failure of six civilian Navy employees to exercise proper

oversight and to faithfully carry out their assigned duties. And in

administrative proceedings, one of these employe was reduced in

pay and grade level and reassigned out of the university businetis

environment. A second employee chose to retire prior to imposition

of a pending reduction in pa, and grade and reassignment. Four

otherri were disciplined administratively.
On the other side of the ledger, the Secretary of the Navy and I

hare personally congratulated and publicly recognized Mr. Paul

Biddle, our Administrative Contracting Officer, who first called at-

tention to these issues. Mr. Biddle was awarded the Navy Meritori-

ous Civilian Service Award in a public ceramony held in September

here in Washington.
The third objective in addressing the general indirect cost prob-

lems found was to P ure that management procedures for han-

dling contract administration and overhead rate negotiation for

schools across the country are sound and adequate. While there is

no evidence of problems comparable to the magnitude found at

Stanford, a thorough review of procedures and indirect cost rates is

underway at each of the schools under DOD cognizance.
Actions now in progress include the following: Our internal ad-

ministrative and procedural instructions have been strengthened
and clarified so that these rules are made clear to everyone in-

volved. Our procedures also now require additional safeguards for

administrative contracting actions taken by our field representa-

tives, such as Navy headquarter's approval is zu,sv required prior to

the local contracting officer conducting his indirect cost of rate ne-

gotiations.
Formal coordination with all other interested Federal agencies is

required prior to conducting rate negotiations with any university.

Navy headquarter's legal approval is required to support all rate
agreements. And a new reporting system on the status of all ongo-

ing indirect cost rates has been implemented.
But I think even more important than these, all future memo-

randa of understanding agreeing to alternative allocations of indi-

rect costs other than the standard procedures laid out in A-21 must

be approved at the level of the Assistant Secretary of the Navy, the

Department of the Navy's Service Acquisition Executive.
Currently, audit and, legal review of all memoranda of under-

standing is underway at all schuols under DOD cognizance, not just

at Stanford. Additionally, the Office of Management and Budget is

reviewing options for alternative methods of addressing tuition re-

mission of graduate students involved in research, currently a

5.;)
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point of contention within the Federal Government, and OMB will
establish a Government-wide policy on this issue.

I certainly agree with the position that GAO cited earlier today
when they said we shotild have one system applied uniformly
across all the schools. At 3chools other than Stanford, the MOU
audit phase is complete, and the MOU legal review process is ongo-
ing.

Now, of 55 MOU's existing in March of last year at these univer-
sities, 38 have been cancelled, and action on the others is still
pending. MOU's were cancelled for a variety of reasons, some be-
cause the MOU's agreed to accounting methods that should have
been incorportted into internal university procedures, some be-
cause the MOU's had actually expired or run their course, and
others because the MOU's merely restated the provisions of OMB
Circular A-21.

Generally speaking, MOU's at these schools do not yet appear to
have had a significant cost impact in establishing the indirect cost
rate or they have not been questioned by Government administra-
tors or auditors.

In contrast, the MOU's at four institutions, California Institute
of Technology, Massachusetts Institute of Technology, the National
Academy of Science, and the University of Hawaii, are coming
under more careful scruthy because of their potential for signifi-
cant dollar impact on indirect cost rates.

In April of last year, I personally wrote the president of every
university or nonprofit institution under DOD cognizance, forward-
ing them a copy of the GAO report on federally sponsored research
and asking them to ensure that costs paid by the taxpayers are
proper and reasonable. To date, 12 of these schools, including Stan-
ford University, have reviewed accounts submitted for past open
years and have voluntarily withdrawn a total of $8.4 million in in-
direct costs billed to the Government during the period 1985 to
1991. The amounts withdrawn represent a combination of specifi-
cally unallowable charges, other charges that had been improperly
allocated to research, and charges which the University may itself
still believe to be allowable but inappropriate for billing to spon-
sored research.

I am pleased that these schools, when apprised of the potential
for problems in their billings, took prompt action to review past bil-
lings and to initiate reform of their own internal controls. I am
also pleased that Stanford University, the National Academy of
Sciences, Columbia University, and the Massachusetts Institute of
Technology have refunded to the Treasury of the United States a
total of $3,692,000 to date from these amounts withdrawn.

Mr. Chairman, I will add that that is a correction or new data
relative to my prepared remarks which referred to a potential
refund from Columbia. We got the check from Columbia yesterday
afternoon.

Lastly, I have written the other institutions to express my appre-
ciation for their internal review of past year charges and to formal-
ly request a refund of their withdrawals identified to date. Audits
of past open years at DOD cornizance schools, other than Stanford,
arc in process across the country by DCAA as addressed in the tes-
timony of my colleague.
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However, in brief, let me say that DCAA, in our opinion, is dili-

gently working to ensure that unallowable charges are removed

from the incurred cost submissions of all open years at DOD cogni-

zant universities.
Additionally, DCAA has performed over 30 internal control

audits at universities and nonprofit institutions which serve to

assist Government administrators as well as the universities in
identifying potential deficiencies in their own accounting systems
and pinpointing areas for reform. In order to ensure that ONR is
truly employing the right approach to its business operations, we
have also taken positive action to conduct these operations much
more out in the sunshine.

Formal management reviews have been instituted at all ONR
business operations, not only at universities but for all forms of
contracting. Reviewers include officials from the other military
services, from Federal agencies, academia, the Naval Audit Service

and industry. Begun in December 1991 and continuing through
January, these reviews are providing policy and management visi-

bility and detailed procedural checks into our annual business
plans and practices.

The first review held on December 9, 1991, included Government
representatives from the Department f Defense, the National Aer-

onautics and Space Administration, the Department of Health and
Human Services, the National Science Foundation, the Industrial
College of the Armed Forces, and university representatives from
the University of California at San Diego, the University of Hous-

ton, and the University of Massachusetts.
Another change in the early stages of development is that the

Office of Naval Research will fundamentally change its method of
establishing indirect cost rates at universities. Presently, the pri-

mary responsibility is on the resident administrative contracting
officer to negotiate and establish these rates.

In the future, a centralized, indirect cost branch will be estab-

lished as the primary rate setting organization, supplemented by
support from the resident administrative contracting officer. This
reorganization is based upon the very successful experience that we
had with the special university team approach used at Stanford
University. Establishment of this branch, together with the head-
quarters' level reviews and approvals will enhance consistency and

rate establishment nationwide and provide local resident represent-
atives the in-depth, senior negotiation support they previously

lacked.
In addition to actions instituted by the Department of Defense, I

serve as a member of a task group working under the leadership of
the Office of Management and Budget to recommend improve-

ments to Circular A-21, cost principles for colleges and universities.
Other changes have already been implemented, as previously men-
tioned in this hearing, and will assist in preventing future abuses
in allocating costs to federally sponsored research by clarifying
rule provisions and eliminating the need for some interpretations
of cost allocability, but other more fundamental changes are now
under interagency review as part of the OMB initiative.

Mr. Chairman, I believe that much has been accomplished, al-
though I su.pect the pace of conducting audits and negotiations at
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schools across the Nation may seem slow to some. I, as well, would
have preferred to be able to report to you today a completed list of
final reform actions at each of our 39 schools. However, what I can
report is that the process now ongoing does fully protect the inter-
ests of the American people in the recovery of any moneys which
may have been improperly charged, either deliberately or errone-
ously, even though the recovery process may, in fact, prove
lengthy. Lax oversight by Federal regulators or mischarging or
overcharges by schools for their expenses should not and will not
be tolerated.

Nevertheless, in carrying out needed changes we have an equally
important responsibility to ensure that our reform measures do not
simply correct existing abuses or penalize university management
but rather that they provide a sound basis for effective Govern-
ment oversight and the internal accounting controls necessary for
continuing business process based on fairness and equity.

Mr. Chairman, I thank you for your patience. This completes my
opening remarks.

[The prepared statement of Admiral Miller followsd
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STATEMENT OF

REAR ADMIRAL WILLIAM C. MILLER, USN

CHIEF OF NAVAL RESEARCH

29 January 192

Mr. Chairman and tne.10ers of the Su'ocommitta, I appreciate

this opportunity to rro,..i.de you a etr;':Ls report on actions taken by

the Navy Department o make improYAants in government contract

administration !.....idures at univert.s. These actions have been

taken in furthcance of Depaltmer. D:Aense responsibilities for

administrattni of contractual -V:ters et designated colleges,

universit icr. and non-profit i:.acitutior.* in accordance with OMB

Circular

In late ;i90 and early 1991, based ,v,:lon information regarding

busin.ass pt.,'elema at Stanfurd UniveLrty reported by a Navy

Adr:nistrat IP Cowcracting officer, va%.ious 9overnment agencies,

4?.cluding tCeneral Accounti .7 Offic,a, the DefAnso Contract Audit

A.ency and 1:1-o Navy, commeu,n kniest171tions that revealed serious

billing e.-rors at Stanford aud 165k.I'red .U:!.e need for reform of

the busi..ss process bet...'r,eT,
y,_,v:zattiont and all colleges and

univer.;:ties.

In rformirg :ur overall objective is to

correct any s,..rt.mJ obleas 17 1.,'IsefJ, recover any monies

imiroperly dri4rge4, and ensva.e the future business process

with universitie.. contributeo tc t1.4, umterlying federal policy

supt.;orting the conduct of "cl:utic research at the nation's

universities and to maintale..n ,:na upgrading the university

research infrantructure.
0118 objective, we are currently

nngaged in the following actoA!
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1. identify and rectify contracting
problems at universities under DoD cognizance,

2. establish personal accountability for
past problems, take appropriate action,
and establish effective oversight to preclude
future reoccurrence.

3. reform and strengthen the government's
administrative procedures at each of the
schools for which the Office of Naval
Research is assigned responsibility for contract and
grant administration and indirect cost rate
negotiation.

I will summarize measures implemented to date in furtherance of
each of these objectives:

AT STANFORD UNIVERSITY

The reform issues at Stanford can be broken into two segments:

o First, the need to audit costs billed to the government for
the years 1981-1991, to negotiate final indirect cost rates for
those years, and where appropriate, to obtain reimbursement for any
inappropriately billed costs.

o Second, the establishment of a proper billing rate and
review system for current years, 1992 and forward.

Open Years 1981-198e

In December of 1991, the Defense contract Audit Agency issued
final audits on actual costs at Stanford for fiscal years 1981 to
108, based on extensive transaction audits for 1987 and 1988.
This audit data is currently under review by the Navy's Special
University Team (SUT) -- established to handle contract
administration matters at Stanford.

Audits of backyears at Stanford, to date, contain a

significant amount of questioned costs, but it is important to note
that no final conclusions have been reached on past year actual
costs. The Navy Special University Team will work with DCAA
auditors and Stanford officials to ensure the accuracy of audit
findings. As there are a number of years involved, it will take
considerable time to complete our evaluation of the amounts of
indirect costs that should ultimately be removed from government
billings.
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In addition to these audits, a separate audit and review is

also under way for the emoranda of Understanding (MOUs previously

established at St :ford to provide alternative allocations of costd

to government Azionsored research. The objective of these MoU

reviews is to determine: (1) whether the MoUs comply with the cost

principles for univerdity research set forth in Office of

Management and Budget (OMB) Circular A-21; (2) if in cnmpliance,

whether the terms and conditions of the Memoranda were followed by

the University in its billing practices; and finally, (3) to

determine if the Memoranda resulted in an equitable assignment of

cost to federally sponsored research.

Additionally, as appropriate, audit findings and other data are

being coordinated with the Naval Investigative ,ervice for their

review and with the Department of Justice f.- their determination

of possible violations of civil statutes.

Open Years 1989-1990

Stanford submitted its incurred cost proposal for fiscal year

1989 in November of last year, and the 1990 proposal is scheduled

for submission in May 1992. Audits of actual costs for these years

will determine if the government has either under or overpaid
Stanford for its overhaad costs during 1989-90.

Current Years 1991-1992

On 25 April ;991, the Special University Team issued a

unilateral determination canceling 124 Memoranda of Understanding

(MOUs) between Stanford and the government for 1991 and future

years. At the same'Sime, the SUT unilaterally reduced Stanford's

FY 91 provisional iOdirect cost rate from 74% to 55.5%. These

actions were made retroactive to the beginning of the University's

fiscal year 1991 (FY-91), which started 1 September 1990.

Subsequently, in August of last year, the SUT and Stanford agreed

to convert the FY 91 unilaterz, provisional rate of 55.5% to a

final negotiatsd fixed rate of ..5% with provisions for a carry

forward adjustment. Data provided by Stanford was deemed

insufficient to raise or lower the unilateral provisional rate.

on 14 November 1991, Stanford University announced that it

would not accept the Government's
unilateral cancellation of the

Memoranda of Understandilg, which had been the primary factor in

the reduction of its fiscal year 1991 rate. The University

therefore filed an administrative appeal of the government's action

with the Armed Services Board of Contract Appeals. Stanford's

position is that these Molls were binding contracts and could not be

canceled unilaterally. We are continuing action to resolve the MoU

status, but the University's action suggests the possibility that

a lengthy legal process ultimately will be required to determine

the validity of the Government's cancellation of these MoUs.

56-258 - 92 3
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As best we understand today, Stanford's current plan is to
submit an actual Incurred Cost Proposal for FY 91 in August 1992.
Adjustments to the 55.5% rate established for FY-91, if any, will
depend upon audit and negotiation of their proposal and the ruling
of the Armed Services Board of contract Appeals or civil courts.

1992 Forward Pricing Proposal

Stanford also has submitted a forward pricing proposal for
its FY 1992 rates. However, the supporting documentation and the
overall proposal are not yet considered adequate by Defense
Contract Audit Agency for their making a rate recommendation to the
SUT negotiators, as a necessary precondition for conducting
negotiations. Accordingly, under the terms of OMB circular A-21,
the 55.5% rate for the previous year has been extended unilaterally
as the provisional rate for fiscal year 1992 pending submission aild
audit of an acceptable forward pricing indirect cost proposal.

aEOBLIGATION OF FUNIIR2

During fiscal year 1991, Stanford's provisional billing rate was
reduced from an initial rate of 74% 'o a final fixed rate of 55.5%.
This resulted in a number of contracLs and grants being potentially
over funded. All affected federal agencies were advised of the
potentiality for excess funds having been obligated, and were given
the following options:

- deobligate the excess funds and reallocate the fuhls to
research work at other universities.

- apply the excess funds to direct costs for research work
on the existing grant or contract.

- use the excess funds to offst future incfmenta:
or renewal actions under existing coracts or grants.

The amount of possible ovee 1.1-ting government-Wsl#:' due to
the reduction in the rate is mot yet available, such
calculations must be performed ir,dependently by each of the
awarding or granting dgencies. Fr: the Department of Navy, it is
estimated that apprnximately $1. A,ilion in excess funds will
result from the ratv reduction, ba-v on totol Navy obligations at
Stanford of $13.8 million. A potion of tnse funds is being
applied to contracts or grantu which will continlicl or be renewed.
The remaining tunds are 1:oing deoblicjatod and returned for
reallocation to research a,: other schoolu.
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PERSONAL ACCOUNTABILITY

The second objective in addressing reforms of our federally

sponsored research was to establish individual accountability for

problems identified.

For that purpose, I established a Personnel Accountability

Panel of senior Navy military and civilian officials to conduct a

formal fact finding inquiry. Based on the Panel's report of 14 May

1991, I determined that within the Department of the Navy,

contracting abuses resulted not from the OMB Cost Principles or

from existing Navy procedures and policies, but rather from the

failure of six civilian employees within the Office of Naval

Research to exercise proper oversight and to faithfully carry out

their assigned duties.

In administrative proceedings, one of these employees was
reduced in pay and grade level and reassigned out of the university

business environment; a second employee chose to retire prior to

imposition of a pending reduction in pay and grade and a

reassignment. Four others were disciplined administratively, each

receiving a letter of reprimand or caution.

The Secretary of the Navy and I also have congratulated and

publicly recognized Mr. Paul Biddle, our Administrative Contracting

Officer who first called attention to these issues. Mr. Biddle has

been awarded the Navy Meritorious Civilian Sorvice Award in a

public ceremony held in September 1991 here in Washington.

REFORM AT ALL DOD COGNIZANCE SCHOOLS

The third objective in addressing the general indirect cost

problems found was to ensure that management procedures for

handling contract administration and overhead rate negotiation for

schools across the country are sound and adequate. While there is

nc ividence of problems comparable to the magnitude found at

St nford, a thorough review of procedures and indirect cost

rates is underway at each of the other schools. Actions now in

progress include the following:

Administrative.

As noted, my Personnel Accountability Panel determined that

the problems at Stanford were caused by personnel error and not by

a lack of adequate procedures. Nevertheless, our internal

administrative and rIcedural instructions have subsequently been

strengthened am. clarilied, so that these rules are made clear to

everyone involved. Our: procedures also now require additional

safeguards for administrative contracting actions taken by field

representatives, such as:
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- Navy headquarters approval now required prior to the local
contracting officer conducting indirect cost rate negotiations.

- Formal coordination with all other interested Federal
Agencies required prior to conducting rate negotiations with the
University.

- Navy headquarters legal approval required to support all
rate agreements.

- A new reporting system on the status of all ongoing indirect
cost audits having been implemented, and

- All future Memoranda of Understanding agreeing to
alternative allocations of indirect costs must be approved at the
Assistant Secretary of the Navy level.

Review of Memoranda of Understanding.

Currently, audit and legal review of all Memoranda of
Understanding (MoUs) is underway at all schools under DoD
cognizance. Additionally, the Office of Management and Budget is
reviewing options for alternative methods of addressing tuition
remission of graduate students involved in research, currently a
point of contention within the federal government, and will
establish a government-wide policy on this issue. At schools other
than Stanford, the MoU audit phase is complete and the MoU legal
review process is ongoing. Of 55 Molls existing in March at these
universities, 38 have been canceled to date. MoUs were canceled
for a variety of reasons--some because the MoUs agreed to
accounting methods that should have been incorporated into internal
university procedures, some because the MoU's had expired, and some
because the MoU's merely restated the provisions of OMB Circular A-
21.

Generally speaking, MoUs at these schools do not yet appear to
have had a significant cost impact in establishing the indirect
cost rate, or they have not been questioned by government
administrators or auditors.

In contrast, the MoUs at four institutions--C4lifornia
Institute of Technology, Massachusetts Institute of Technology,
National Academy of Sciences, and the University of Hawaii--are
coming under careful scrutiny because of their potential for
significant dollar impact on indirect cost rates.

Voluntary review of cost proposals by Universities.

In April last year, I personally wrote the President of

t.)
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every university or non-profit institution under DoD cognizance,

forwarding them a copy of the General Accounting Office report on

Federally sponsored research, and asking that they ensure that

costs paid by the taxpayers are proper and reasonable. To date

twelve of these schools, including Stanford University, have

reviewed nccounts submitted for past open years and voluntarily

withdrawn a total of $8,431,657 in indirect costs billed to the

government during the period 1985 to 1991. The amounts withdrawn

represent a combination of specifically unallowable charges; other

charges that had been improperly allocated to research; and charges

which the Univerbity may itself still believes to be allowable, but

inappropriate for billing to sponsored research.

I am pleased that these schools, when apprised of the

potential for problems In their billings, took prompt action to

review past billings and to initiate reform of their internal

controls. Stanford University, the National Academy of Sciences

ani the MassachusettE Institute of Technology (MIT) have refunded

$2,265,071.00, $168,i23.00, and $778,261.00, respectively. An

additional refund of $480,185 from Columbia University is pending

receipt. Lastly, I have also written the other institutions to

express my appreciation for their intemal review of past year

charges and, without waiving any future government rights, to

formally request a refund of their withdrawals identified to date.

University Pldits.

Audits of past open years at DoD cognizant schools, other than

Stanford, are in process at schools across the country by the

Defense Contract Audit Agency (DCAA), as addressed as part of the

testimony of my colleague, Mr. rred Newton f the Audit Agency.

Fjwever, in brief, let me say that DCAA is diligently working to

ensure that unallowable charges are removed from incurred cost

submissions for all open years. Additionally DCAA has peri'ormed

over 30 internal control audits which serve to assist government

administrators az well as universities officials in identifying

potential deficiencies in their accounting systems and pinpointing

areas for reform.

Fiscal yetr 1992.

Because of the greater scope of ongoing audits ct universities,

only eight FY-92 forward pricing rate negotiations have been

corpleted to date. All other DoD-cognizant schools are currently

worxing under provisional FY-92 or previously negotiated rates.

Businesi Reviews.

Formal management reviews have been instituted of 11 ONR

business operations, not only at universities, but for all forms of

f;, )
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contracting. Reviewers include officials from other federal
agencies, academia, the Naval Audit Service, and industry. Begun
in December 1991 and continuing through January 1992, these reviews
are providing policy and management visibility and detailed
procedural checks into our annual business plans and practices.
The first review held, December 9, 1991, included government
representatives from the Department of Defense (DoD), the National
Aeronautics and Space Administration (NASA), the Department.of
Health and Human Services (DHHS), the National Science Foundation
(NSF), Industrial College of the Armed Forces, and university
representatives from the University of California (San Diego), the
University of Houston, and the University of Massachusetts (Lowell
Research Foundation).

Indirect Cost Rats Branch.

Another change in the early stages of development is that the
Office of Naval Research will fundamentally change its method of
establishing indirect cost rates at universities. Presently, the
primary responsibility is on the resident Administrative
Contracting Officer (ACO) to negotiate and establish these rates.
In the future, a centralized indirect cost Branch will be
established as the primary rate setting organization, supplemented
by support from the resident ACO. This re4drganization is based
upon the experience gained with the Special University Team
approach used most recently at Stanford Univereity. Boston,
Massachusetts, has been tentatively selected as the office location
because ONR already has a regional office there, and approximately
30 of the 39 schools for which DoD has responsibility are located
in the eastern half of the United States.

Establishment of this Branch, together with headquarters level
reviews and approvals, will enhance consistency in rate
establishment nativnwide, and provide local resident
representatives the in-depth, senior negotiation support they
previously lacked.

OMB CHANGES

In addition to actions instituted by the Department of
Defense, I serve as a member of a task group working under the
leadership of the Office of Mw.agement and Budget to recommend
improvements to Circular A-21, Cost Principles for Colleges an4
Universities. Scme change: have already been implemented that will
assist in preveni..ing future abuses in allocating costs to federally
sponsored resea,:ch, by clarifying rule provisions and eliminating
the nesd for some interpretations of cost allocability.

The recent rule change having the greatest cost impact thus



67

far limits a university's General and Administrative (G&A) rate to

a maximum of 264. While this new rule will nut directly affect

those universities whose G6A rates are below the cap level, it is

expected that this rule change by fiscal year 1993 will result in

approximately a $10.8 million dollar reduction in overhead costs

charged to the Department of Defense, and amroximately a $100

million dollar reduction in annual indirect cost expenditures for

the federal government as a whole. These savings estimates have

already been reflected in the formulation of future year Military

Department and Defense Agency budgets.

Mr. Chairman, this completes my update on business reform

measures, as well as a status report on our ongoing scrub of open

years at schools under DoD cognizance.

Much has been accomplished, although I suspect the pace of

conducting audits and negotiations at schools across the nation may

seem slow to some. I, as well, would have preferred to be able to

report to you today, a completed list of final reform actions at

each of our 39 schools.
However, what I can report is that the

process now ongoing does fully protect the interests of the

American people in the recovery of any monier which may have been

improperly charged, either deliberately or --roneously --- even

though the recovery process may prove lengthy.

Lax oversight by federal regulators, or mischarging or

overcharres by schools for their expenses should not and will not

be tolerated. Nevertheless, in carrying out needed changes we

have an equally important
responsibility to ensure that our reform

measures do not simply correct existing abuses or penalize

university management, but rather that they provide a sound basis

for effective government
oversight and the internal accounting

controls necessary for a continuing business process based on

fairness and equity.

I believe that we have taken effective measures to improve

government oversight, and
together with DCAA, we are identifying

needed internal control measures e each DoD cognizant University.

Thank you, Mr. Chairman. I would be pleased to answer any

questions that you or other Subcommittee members may have.
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Mr. DINGELL. Thank you very much, Admiral, for a very helpful
submission to the subcommittee. We are grateful.

Mr. Newton, we are happy to welcome you back at this time.

TESTIMONY OF FRED J. NEWTON

Mr. NEWTON. Thank you, Mr. Chairman and members of the sub-
committee. I have submitted a fon"- Al statement which I request be
placed on the record so I might just highlight in the oral testimony.

Mr. DINGELL. Without objection, so ordered. We will recognize
you for such statement as you choose to give.

Mr. NEWTON. Thank you.
I will describe the status of activities of the Defense Cpntract

Audit Agency in auditing costs of Government-sponsored university
research. My comments will specifically address the findings at
those universities where DCAA has completed its audits. In addi-
tion, I will provide an overall assessment of the actions to correct
the causes of university cost problems and describe initial findings
at a major nonprofit research organization.

There are three universities which have attracted most atten-
tion. With reference to them, I provide the following information:

Stanford University is where the exposure of major overbillings
to the Government began, and Stanford continues to hold by far
the largest amount which should be refunded. We have completed
audits of costs billed for the years 1981 through 1988. We issued 28
audit reports on the various elements of costs of that period. It is
our opinion that Stanford owes the Gover nment $231 million for
excessive amounts billed during that period. This amount does not
include the $1.3 million refunded last year.

At the Massachusetts Institute of Technology, we have completed
the audit of costs billed for fiscal year 1990. It is our opinion that
MIT owes the Government $19 million for excessive amounts billed
in that period.

At Pennsylvania State University, we have completed the audit
of costs billed for fiscal years 1986 and 1990. It is our opinion that
Penn State owes the Government $6.4 million for excessive
amounts billed in that period.

The nature of audit findings at these and the other univ# sities
at which we have conducted audits will be described in the r. .ain-
der of my statement.

DCAA has completed many audits of internal controls a' oi in-
curred and projected costs. A schedule showing the status of cost-
incurred audits at the universities where we have audit cognizance
is suinnitted as Appendix 1. While there is still a lot of audit work
to lps.! done, I believe we have reached a point where overall conclu-
sions may be drawn regarding both the significance of the cost
impact and whether the corrective actions in process may be ex-
pected to prevent recurrence of the problems.

Our audits of universities' internal controls have disclosed three
common deficiencies: (1) inadequate employee awareness and train-
ing regarding the regulations and procedures applicable to federal-
ly sponsored research; (2) inadequate written policies and proce-
dures to guide employees in cost accounting for Government con-
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tracts and grants; and (3) absence of systems to identify and segre-
gate unallowable costs.

The universities have acknowledged these deficiencies and have
established corrective action plans. The plans appear adequate to
correct the problems cited. We are carefulli examining their imple-
mentation.

Audits of direct and indirect cost claims have been completed at
22 universities. These audits cover 54 university fiscal years.
Audits are in process at 20 universities covering 49 fiscal years. We
hope to complete these audits during the current Government
fiscal year.

Appendix 2 is a Khedule of the $336 million of unallowable costs
identified during the recent period of intense scrutiny of university
costs. This schedule only reflects those actions where audits are
complete.

The audits completed indicate cost allocability and allowability
problems similar to those previously brought to the attention of the
subcommittee. Since the costs were incurred before the significant
attention given to the universities this past year, they should not
be viewed as reflecting continuing university actions.

Examples of audit findings include:
At Syracuse University, the University voluntarily removed

$362,000 of enteminment costs from various 1990 indirect expense
pools. However, the auditor found an additional $57,000 of enter-
tainment costs. Of this amount, $11,295 was for a Saint Patrick's
day party, $8,855 was for dinner dances, and $3,718 was for convo-
cation and commencement activities.

The Massachusetts Institute of Technology included the following
unallowable item .11, its 1990 iniirect cost claim: $23,012 for the Bi-
ology Department's spring retreat held for faculty, lab personnel,
and graduate students. The costs were for hotel rooms, meals and
alcohol. The University did not provide any evidence demonstrat-
ing a technical purpose for the retreat.

Pennsylvania State University included $15,000 for sponsorship
of the Hershey Amusement Park in its 1990 indirect cost claim.
The sponsorship agreement is for promotion of Penn State's Her-
shey Medical Center through various billboards and signs.

DCAA has completed audits of all of the nonstandard allocations
having significant cost impact which were the subject of Memoran-
dums of Understanding, commonly referred to as MOU's. These al-

ternate allocations are deviations from the standards for allocating
costs to Government contracts. While the MOU's are doluments of

agreements signed by the Government contracting officeis and uni-
versity officials, we have acted upon a legal opinion from Office of

Naval Research counsel in assessing whether the agreements are
valid. The criteria provided by counsel are quoted in my detailed
statement.

We have recommended that 74 percent of the nonstandard allo-
cations be terminated because they produce inequitable allocations
of cost to Government contracts and grants and, consequently, do

not comply with applicable regulations.
In virtually all of the circumstances, the universities also did not

comply with the OMB Circular A-21 requirement that nonstandard
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allocations must be supported by cost analyses studies at least
every 2 years.

An example of the results of DCAA's audits of nonstandard allo-
cations is: The Massachusetts Institute of Technology allocates li-
brary costs using a single recovery rate of 49 percent for all library
costs based on a 1983 cost-analysis study. MIT did not provide the
contracting officer updated library studies in fiscal year 1988 or
1990, as required by the circular.

Our analysis of the library cost recovery indicates that a single
research recovery rate is not equitable because the cost of the li-
braries do not closely correlate with the distribution of research by
a school. For example, the Architecture, Humanities, and Manage-
ment school libraries incur about 50 percent of the total library
costs, but these schools conduct only about 4 percent of the total
on-campus research. We developed individual research recovery
rates for each school library to support audit ncornmendations for
equitable cost allocations.

The cost impact tr. the Government of the excessive allocation is
$2.6 million in 1990.

The allocaticn methods and criteria prescribed in OMB Circular
A-21 as the standards for cost allocation are very good accounting
practices. By this, I mean that they generally result in objective
and equitable allocations of cost. The concepts are sound, whether
applied in the university environment or in any other environment
where a masonably accurate measure of costs is desired.

Unfortunately, Stanford attacks the Circular A-21 utility cost al-
location standard without providing a reasonable alternative. They
would have the Government accept utility cost allocations which
totally disregard their own meter records of actual utility usage in
favor of a very old report from a consultant who purportedly stud-
ied utility usage in a few buildings and recommended weighted
square feet for cost allocations. That weighting resulted in charges
to the Government in excess of allocations based on usage records.
The o./erbillings amount to about $2 million per ye. r.

As the level of Government oversight activity has increased, so
has the level of university activity. Many universities have hired
additional personnel or engaged external consultants to bolster
their positions. In many cases, this has resulted in revisions to cost
claims, removing expressly enallowable costs.

We are pleased to see thiL voluntary effort and the amounts re-
moved from the claims. However, we are concerned about the cost
of retroactively doing what should have been done before the
claims were submitted. We do not believe the costs should be
charged to the Government, and we intend to question any such
costs billed to the Government. Whether we are successful in sus-
taining these disallowances remains to be seen. We expect to be
challenged.

For example, Stanford University's Director of' their Office of
Government Cost and Rate Studies said in a October 28, 1991,
letter to the DCAA audit manager that their 1992 rates would in-
clude $8 million in costs to respond to deficiencies cited by DCAA
to prepare cost studies and to otherwise respond to Government re-
quests. This seems patently unreasonable to me. It is also ironic in
view of' the fact that they have declined DCAA offers to conduct

7
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joint analyses of unallowable costs during the past 10 years as a
means of reducing costs to both Stanford and the Government.

Columbia University has hired two independent accounting firms
to assist it in reviewing indirect cost claims for unallowable costs
for fiscal year 1986 through 1990. Columbia representatives have
indicated that they do not intend to charge the cost of this review
to the Government.

We have experienced some significant improvement in relations
between university representatives and our auditors. Some positive
actions are cited in my complete statement.

My overall assessment of the actions to correct the causes of uni-
versity cost problems may be summarized as follows:

There has been a large amount of Government funds distributed
both to the universities and within the universities where the aca-
demic environment and the importance of the research has over-
shadowed the usual prudence associated with the use of such funds.
This environment caused a failure to give appropriate attention to

the more stringent controls expected to be associated with public
funds. A number of significant actions appear to be correcting the
lack of attention to appropriate controls. Your hearings have cer-
tainly brought into clear focus the need for corrective action.

University manlgers across the Nation have initiated internal
reviews of their systems and revised personnel assignment respon-
sibilities. Implementation actions observed to date have been a
great improvement over prior practices.

Many universities have come forward with voluntary refunds or
deletions from open settlement claims of significant amounts they
admit were inappropriately billed to the Government.

The applicable regulation, OMB Circular A-21, has been signifi-
cantly revised and improved to make cost-allowability provisions
more explicit, to establish more definitive cost controls, and to
make it clear that unallowable costs which have flowed through
the billing process are to be refunded when discovered, not treated
as an element of carryforward provisions.

The Cost Accounting Standards Board has published for public
comments proposals which would make some of their regulations
applicable to universities.

Oversight organizations have heightened the awareness of their
personnel toward the need to deal with universities that are in the
business of Government-sponsored research as they would with
other businesses in Government contracting. III DCAA, we have re-
viewed and revised audit guidelines, assured that appropriate risk
assessments are made, and established audit programs and as-
signed personnel commensurate with those risk assessments.

While the work of correcting all the university cost problems will
take considerably more time, I believe the recoveries and recom-
mended additional recoveries of Government funds show that the
effort is worthwhile. The'newly experienced cooperation and atten-
tion towards systems improvement will likely result in much more
acceptable conditions for Government-sponsored research at uni-

versities.
Befbre concluding my statement, I would like to point out that

lessons learned in the university environment are being pursued
elsewhere. For example, attention is now being focused upon non-
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profit organizations involved in Government-sponsored research
and other contracted activities.

At the National Academy of Sciences, DCAA auditors have en-
countered some significant accounting system problems and unal-
lowable billed costs similar to those observed at universities. The
Academy is a nonprofit organization, exempt from Federal income
taxes, which operates as a collection of scientists engaged to per-
form research studies requested and paid for by Federal agencies.
The majority of research done is for the Department of Transporta-
tion, NASA, Department of Energy, and DOD. The Academy
charged about $143 million to the Government for research in its
fiscal year 1990.

The National Aciulemy of Sciences has been submitting indirect
cost submissions that have not been properly reconciled by the
Academy to its general ledger. The DCAA auditor asked for a rec-
onciliation of costs claimed, costs billed and costs recorded in the
general ledger for open Government contracts and grants in the
period 1986 through 1990. The Academy engaged expert acsistance
and spent 4 months attempting to reconcile the 1988 indirect costs
claimed to the accounting records. A reconciliation and explanation
was provided to DCAA this past week. The auditors re currently
reviewing this reconciliation.

The reconciliation difficulties raised concern that the Academy's
accounting system may not be acceptable for accounting for costs
on Government contracts and grants.

Audit effort at the National Academy of Sciences will obviously
continue to have our attention. In the meantime, we are surveying
our P' dit offices to identify other nonprofit organizations having
sir ificant Government contracts or grants subject te audit. We
will assure that organizations identified in this survey receive E-
pedited and effective audits.

Mr. Chairman, members of the subcommittee, this concludes my
statement. I will be pleased to answer any questions.

[Testimony resumes on p. 99.]
[The prepared statement and attachments of Mr. Newton follow:]

7
I.
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STATEMENT OF

FRED J. NEWTON

DEPUTY DIRECTOR

DEFENSE CONTRACT AUDIT AGENCY

Mr. Chairman and Members of the Subcommittee:

I will describe the status of activities of the Defense

Contract Audit Agency (DCAA) in auditing costs of government

sponsored university research. My comments will specifically

address the findings at those universities where DCAA has

completed its audits. In addition, I will provide an overall

assessment of the actions to correct the causes of university cost

problems and describe initial findings at a major nonprofit

research organization.

There are three universities which have att;acted most

attention. With reference to them, I provide the following

specific informuLuon:

1. Stanford University is where the exposure of major

overbillings to the government began, and Stanford continues to

hold by far the largest amount which should t2et refunded. We have

completed audits of costs billed for the years 1981 through 1988.

We issued 28 audit reports -)n the various elements of costs of

that period, all of which have been made available to Stanford for

comment. The number and magnitude of deficiencies and exceptions

reported is such that it is not reasonable to expect a studied
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response yet from Stanford. It is our opinion that Stanford owes

the government $231 million for excessive amount4 billed during

that period. This amount does not include the 81.3 million

refunded last year. As discussed later in my testimony, it is our

opinion that the government should retroactively cancel the

Memorandums of Understanding with Stanford. A substantial portion

of the overbillings cited here result from Stanford's

inappropriate deviations from OMB Circular A-21 standards for cost

allocation. While we are continuing some work on more current

years, the issues as reported in these concluded audits need to be

resolved because they significantly impact considerations in

subsequent periods.

2. At tbe Massachusetts Institute of Technology (MIT),

agreement was reached between the government and the university to

focus auaits on fiscal year 1990 before going back into the older

open years, 1987 through 1989. We have completed the audit of

costs billed for fiscal year 1990 and have made the findings

available to MIT for comment. The number and magnitude of

deficiencies and exceptions is such that it is not reasonable to

expect a tudied response yet from MIT. It is our opinion that

MIT owes the government $19 million for excessive amounts billed

in that period. This reflects the government's participation in

total costs questioned of $23 million.

2
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3. Similarly at Pennsylvania State University, agreemer.t was

reached between the government and the university to focus audits

on fiscal year 1990 before going back into the older open years,

1987 through 1989. We have completed the ivadit of costs billed

for fiscal years 1986 and 1990 and have made the findings

available to the university for comment. University

representatives have expreszoJ Jisagreement
with many of our

recommendations, but they have not yet submitted any explanations

or data which cause the audja recommendations to be revised. It

is our opinion that Vcill owes the government $6.4 million

for excessive amounts biled in that period. This reflects the

government's
narticivat.-121 in total costs questioned of $22

million.

The nature of ..udit findings at these and the other

universities at ,hich we have conducted audits will be described

in the reme_inP,r of my statement.

DCAI J completed many audits of internal controls and of

incurred and projected costs. A schedule showing the status of

cost incurred audits at the universities where we have audit

cogni,iance is submitted as Appendix 1. While there is still a lot

of audit work to be done, I believe we have reached a point where

ovorall conclubions may be drawn regarding both the significance

of the cost impact and whether the corrective actions in process

may be expected to prevent recurrence of the problems.

3
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Our audits of universities' internal controls have disclosed

three common deficiencies:

1. Inadequate employee awareness and training regarding the

regulations and procedures applicable to federally sponsored

research.

2. Inadequate written policies and procedures to guide

employees in cost accounting for government contracts and grants.

3. Absence of systems to identify and segregate unallowable

costs.

The universities have acknowledged these deficiencies and have

established corrective action plans. The plans appear adequate to

correct the problems cited. We are carefully examining their

implementatinn.

We have been providing audit recommendations to contracting

officers on estimated 1992 costs for pricing new awards to

universities. Our recommendations reflect our opinion on the

improper allocations and unallowable costs observed in the audits

of costs incurred. Substantial savings may be expected as these

recommendations are implemented. Cost estimates are only as good

4
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as the cost accounting practices to accumulate data used for

projections.
Consequently, we expect systematic corrective action

for e-'imates to be an integral part of implementing good

practices for costs incurred.

Audits of direct and indirect costs claims have been completcd

at 22 universities.
These audits cover 54 university fiscal

years. Audits are in process at 20 universities covering 49

fiscal years. We hope to complete these audits during the current

government fiscal year.

Appendix 2 is a schedule of unallowable costs identified

during the recent period nf intense scrutiny of university costs.

This schedule only reflects those
actions where audits are

complete. This appendix
separately identifi s those costs

voluntarily removed by universities foll( j their reviews. The

applicable OMB Circular A-21 provisions are referenced for

identification of the nature of the costs.

The audits completed indicate cost allocability and

allowability Froblems
similar to those previously brought to the

attention of the Subcommittee.
Since the costs were incurred

before the significant attention given universities this past

year, they should not be viewed as reflecting continuing

university actions.
Examples of audit findings include:

5
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Carnegie Mellon University incurred $44,000 of

travel costs for a European summer study in Egypt and

Turkey. The expenses included a cruise on the Nile

River. The auditor questioned these costs as unallocable

to organized research in accordance with OMB Circular

A-21.C.4. Furthermore, A-21 states that travel costs are

allowable only when they are directly attributable to

specific work under a sponsored agreement or are incurred

in the normal course of administration of the

institution. The government participation is $11,000.

In addition, the auditor questioned $287,000 of

commencement and convocation costs in the university's

1987ftAnd 1988 indirect cost claim. These costs are

expressly unallowable per OMB Circular A-21. The

government participation in these costs is $76,000.

2. At Syracuse University:

a. $833,000 (DI interdepartmental service costs were

included in the 1990 indirect cost claim. The university

department receiving the service was charged for that

service; however, the department providing the service

also recorded the costs. This resulted in double

counting the expense. The government participation is

$22,000.

6
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b. The university voluntarily removed $362,000 of

entertainment costs from various 1990 indirect expense

pools. However, the auditor found an additional $57,000

of entertainment costs. Of this amount $11,295 was for a

St. Patrick's Day party; $8,855 was for dinner dances;

ana $3,718 was for convocation and commencement

activities.

3. The Massachusetts Institute of Technology (MIT)

included the following unallowable items identified as

recrfation expense in its 1990 indirect cost claim:

a. $3,406 for limousine rental to bring t!le

university board members to their meetings.

b. $23,012 for the Biology Department's spring

retreat hold for faculty, lab personnel, and graduate

students. The costs were for hotel rooms, meals, and

alcohol. The university did not provide any evidence

demonstrating a technical purpose for the retreat.

4. Pennsylvania State University included $15,000 for

sponsorship of the Hershey Amusement Park in its 1990

Indirect cost claim.

7
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DCAA has completed audits of all of the nonstandard

allocations having significant cost impact which were the subject

of Memorandums of Understanding (MOUs). These alternate

allocations are deviations from the standards for allocating costs

to government contracts. While the MOUs are documents of

agreement signed by the government contracting officers and

university officials, we have acted upon a legal opinion from

Office of Naval Research Counsel in assessing whether the

agreements are valid. The criteria provided by Counsel are as

follows:

"Memoranda of Us lerstanding may be retroactively

challenged by the Government if the facts so warrant. Facts

which would support a challenge are: 1) where the Memorandum

of Understanding was inconsistent with substantive orovisions

of OMB Circular A-21, Cost Principles for Educational

Institutions, or other applicable substantive law or rule; or

2) where subsequent events provide evidence that the facts or

costs reported V.o support the MOU are materially different

from facts and costs actually in place or incur-ed in

performance of the agreement. Each MOU must be examined

individually in light of these factual k..onsiderations."

8
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We have recommended that 74 percent of the nonstandard

allocatiors be terminated because they produce inequitahie

allocations of costs to government contracts and grants and,

consequently, do not comply with applicable regulations. In

virtually all of the circumstances, the universities also did not

comply with the OMB Circular A-21 requirement that nonsta.iard

allocations must be supported by cost analysis studies at least

every two years.

Some 4.xamples of the results of DCAA's audit of nonstandard

allocations are:

1. The Massachusetts Institute of Technology (MIT)

allocacus library costs using a single recovery rate of

49 percent for all library costs based on a 1983 cost

analysis study. MIT did not provide the contracting

officer updated library studies in fiscal year 1988 or

1990 as required by Circular A-21.

Our analysis of the library cost recovery indicates

that a single research recovery rate is not equitable

because the costs of the libraries do not closely

correlate with the distribution of research by school.

For example, the Architecture, Humanities, and Management

school libraries incur about 50 percent of the total

9
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library costs but these schools conduct only about 4

percent of the total on-campus research. We developed

individual research recovery ratos for each school

library to support audit recommendations for equitable

cost allocations.

In addition, we questioned the allocation of campus

library costs to Lincoln Labs. Lincoln Labs is a

federally funded research and development center located

20 miles from the main MIT campus and has its own

library. Our analysis indicates that the main campus

library facilities are not significantly used by Lincoln

Labs personnel.

The cost impact to the government of the excessive

allocation is $2.6 million in 1990.

2. Pennsylvania State University has a MOU which

changed the capitalization threshold for moveable

equipment from $500 to $1,000 effective for fiscal year

1990. The MOU is not in compliance with Circular A-21

which sets the requirement for capitalization as

"property having a useful life of more than two years,

and an acquisition cost of $500 or more per unit." The

cost impact to the goveimment in fiscal year 1990 is

10
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$480,000. This MOU has been cancelled but the university

continues to capitalize only equipment costing $1000 or

more.

The allocation methods and criteria prescribed in OMB Circular

A-21 as the standards for cost allocation are very good accounting

practices. By this, I mean that they generally result in

objective and equitable
allocations of costs. The concepts are

sound whether applied in the university
environment or in any

other environment where a reasonably accurate measure of costs is

desired.

Yet, university managers,
particularly at Stanford, persist in

alleging that the Circular A-21 allocation standards are

inequitable. Their allegations are made in the context of

attempting to justify departures from the Circular A-21 allocation

standards so that deviations may be used to allocate a larger

portion of their costs to government contracts and grants. Let me

give you a frequently cited example.

The president of Stanford University repetitively cites

utility costs as being improperly allocated by Circular A-21

provisions. He comments that utility costs are obviously

different for laboratories than for classrooms and then explains

that Circular A-21 requires utility costs to be allocated to all

11
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square footage equally. Thus, as he alleges, two buildings of

equal square footage should be allocated equal shares of utility

costs.

The interpretation given to Circular A-21 allocation standards

is wrong. Circular A-21 says that utility costs of buildings used

exclusively in the conduct of a single function shall be assigned

to that function. Thus, two buildings with dissimilar functions

should not be lumped together for utility cost allocation.

Unfortunately, Stanford attacks the allocation standard

without provi,iing a reasonable alternative. They would have the

government accept utility cost allocations which totally disregard

their own meter records of actual utility usage in favor of a very

old report from a consultant who purportedly studied utility usage

in a few buileings and recommended weighted square feet for cost

allocations. That weighting resulted in charges to the government

in excess of allocations based on uaage records. The overbillings

amount to about $2 million per year.

Other items observed in our audits reflect misinterpretations

of the OMB Circular A-21 regulations. For example, Section J.36

of Circular A-21 allows the charging of tuition remission as a

compensation cost of students performing necessary work provided

(i) there is a bonafide employer-employee relationship, (ii) the

12
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tuition remission is reasonable compensation for the work

performed, (iii) and the practice te to similarly compensate

nonsponsored and sponsored activities. At MIT, the amount of

tuiti'm remission given to graduate students when related to hours

worked exceeds the average
compensation of full time researchers

by 12 percent. We believe this is unreasonable. The exceos in

fiscal year 1990 amounts to $7 million. The subject of tuition

remission is currently being studied by the OMB Task Force as part

of their review of Circular A-21 guid( 'ines.

As the level of government oversight activity has increased,

so has the level of university activity. Many universities have

hired additional
personnel or engaged external consultants to

bolster their positions. In many cases, this has resulted in

revisions to cost claims, removing expressly
unallowable Costs.

We are pleased to see this voluntary effort and the amounts

removed from the claims. We are concerned about the costs of

retroactively doing what should have been done before the claims

were submitted. We do not believe the costs should be charged to

the government and we intend to question any such costs billed to

the government. We will cite the following reasons for

recommending disallowance
in our reports to the contracting

officers:

13
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1. The costs are directly associated with the unallowable

(xpenses to which the effort is directed and should be so

allocated.

2. The government has previously reimbursed the universities

for administrative expenses sufficient to assure compliunce with

app14.cable regulations. Their failure to do so and tne resultant

managerial inefficiency which caused these increme.ntal costs to be

necessary is unreasonable.

3. The costs are not of a type generally recognized as

ordinary and necessary for the conduct of the university's

business or the performance of sponsored research.

Whether we are successful in sustaining these disallowanceL;

zemainc to be seen. We expect to be challenged. For example,

Stanford University's Director of their Office of Government Cost

and Rate Studies, said in a 28 October 1991 letter to the DCAA

audit manager that their 1992 rates will include $8 million in

costs to respond to deficiencies cited by DCAA, to prepare cost

studies, and to otherwise respond to government requests. This

seems patently unreasonable to me. It is also ironic in view of

the fact they have declined DCAA offers to conduct joint analyses

of unallowable costs during the past 10 years as a means of

red 'ng costs to both Stanford and the government. Other

14
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universities, specific examples being the California Institute of

Technology and the University of Denver, have informed DCAA

auditors that they intend to claim similar costs.

Columbia University has hired two independent accounting firms .

to assist it in reviewing indirect cost claims for unallowable

costs for fiscal years 1986 through 1990. Columbia

representatives have indicated that they do not intend to charge

the costs of this review to the governme

We have experienced some significant improvement in relations

between university
representatives and our auditors. For example,

at Stanford, financial and internal audit management changes have

resulted in a tone of cooperation and a strong desire to get the

inherited mess behind them. They have removed time consuming

barriers to auditor access to records and have made commitments to

be cooperative with our auditors as they measure the dollar impact

of improper allocation methods.

Some positive actions at other universities are seen in the

following examples:

15
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1. The DCAA auditor at the University of Hawaii identified

some significant cost accounting and internal control problems.

DCAA management met with the university officials and developed an

action plan to resolve the issues. The University provided a

positive and constructive response. This included revising

allocation methods to conform with Circular A-21.

2. Audits disclosed that Cornell University provides its

former president rent-free use of a university-owned house.

Cornell is currently reviewing its indirect expenses and have

indicated it will submit revised indirect cost claims for 1986

through 1988. Cornell representatives have advised that they will

remove costs associated with the former president's house in the

revised claims.

My overall assessment of the actions to correct the causes of

university cost problems may be summarized as follows:

There has been a large amount of government funds distributed

both to the universities and w in the universities where the

academic environment and the importance of the research has

overshadowed the usual prudence associated with the use of such

funds. This environment caused a failure to give appropriate

attention to the more stringent controls expected to be associated

16
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with public funds. A number of significant actions appear to be

correcting the lack of attention to appropriate controls:

1. Your hearings have certainly brought Ito c)'i !... focus the

need for corrective action.

2. University managers ::,cross the nation have initiated

internal reviews of their tystems and revised personnel assignment

responsibilities.
Implementation actions

obourved to date he.ve

been great improve3ent _vfm prior practices.

3, tviny .4nive:4ties have come forward with voluntw:.),

refur.! An).... 'Ad from open settlement claims of significant

amoum;.f, th:;, .imit were
inappropriately billed to the goverment.

4. The applicable
regulation, OMB circular A-21, has been

significantly revised and improved to make cost allowability

provisions more explicit, to establish more definive cost

controls, and to make it clear that unallowable which have

flowed through the billing process are to be r,...inded when

discovered, not treated as an element of car:.,forward provisions.

5. The Cost Accounting
Standards Boaril has published for

public comments proposals which would make some of their

regulations applicable to universities.

17
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6. Oversight organizations have heightened the awareness of

their personnel toward the need to deal with universities who are

in the business of government sponsored research as they would

with other businesses in trIvernment contracting. In DCAA, we have

reviewed and revised audit guidelines, assured that appropriate

risk assessments are made, and established audit programs and

assigned personnel commensurate with those risk assessments.

While significant progress has been and will continue to be

accomplished, there are some obstacles of concern to the auditors:

1. Where we are performing audits at universities havIng

both DoD and non DoD contracts, it is imperative that the non DoD

agencies be prepared to pay for their share of the audits.' For

example about half of the costs we are auditing at Stanford are

allocable to Department of Health and Human Services (HHS)

sponsored research. HHS has advised that they do not have

sufficient funds to support their share of the audits. Because

our appropriation includes funds for only the DoD requirements, we

may have to reschedule some of the audits until HilS is able to pay

for their share. The budget shortage for fiscal year 1992 audlts

is about $1 million. We are working through government channels

to resolve this condition.

18
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2. Some of the universities have withdrawn cost claims and

deferred submissions pending their internal reviews of the

claims. While we welcome this self governance action, it

obviously detracts from our being able to conduct an audit. There

must be a claim available to audit. We are meeting with

university managers, and in some cases scheduling interim tests or

joint audits, to re6olve this condition.

While the work of correcting all the university cost problems

will take considerably more time, I believe the recoveries and

recommended additional
recoveries of government funds show that

the effort is worthwhile. The newly experienced cooperation and

attention toward systems
improvement will likely result in much

more acceptable conditions for government sponsored research at

universities.

Before concluding my statement, I would like to point out that

lessons learned in the university environment are being pursued

elsewhere. For example, attention is now being focused upon

nonprofit organizations
involved in government sponsored research

and other conttucted activities.

At the National Academy of Sciences, DCAA auditors have

encountered some significant
accounting system problems and

unallowable billed costs similar to the those observed at

19
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universities. The Academy is a nonprofit organization exempt from

federal income taxes which operates as a collection of scientists

engaged to perform research stud as requested and paid for by

federal agencies. The majority of research done is for the

Department of Transportation, NASA, Department of Energy, and

Doh. The Academy charged about $143 million to the government for

research in its fiscal year 1990.

The National Academy of Sciences has been submitting indirect

cost submissions that have not Leen properly reconciled by the

Academy to its general ledger. The DCAA auditor asked for a

reconciliation of costs claimed, costs billed, and costs recorded

in the general ledger for open Government contracts and grants in

the period 1986 through 1990. The Academy engaged expert

assistance and spent four months attempting to reconcile the 1988

indirect cost claim to the accounting records. A reconciliation

and explanation was provided to DCAA this past week. The auditors

are currently reviewing this reconciliation.

The reconciliation difficulties raise concern that the

Academy's accounting system may not lobe acceptable for

accounting for costs on government contracts and grants. Other

evidence in support of this is that the Academy does not

accumulate a record of billings by fiscal period, overhead

expenses are accumulated on a consolidated basis even though four

20
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overhead rates are used for billings on government contracts and

grants, and there is no system for identifying and segregating

expressly unallowable costs. Our auditors are making an

assessment of these deficiencies. Regarding the expressly

unallowable costs, the Academy recently engaged the large CPA

firm, Price Watarhouse, to perform a sample of three accounts in

about ten cost centers. As a result of this review, the Academy

refunded $168,723 to the government. An acceptable test should

include all accounts. Of course, this procedure would not be

necessary at all if the Academy had established procedures to

comply with the applicable regulations in the first place.

Audit effort at the National Academy of Sciences will

obviously continue to have our attention. In the meantime, we are

surveying our audxt officer to identify other nonprofit

organizations having significant government contracts or grants

subject to audit. We will assure that
organizations identified in

this survey receive expedited and effective audits.

Mr. Chairmen and Members of the Subcommittee, this concludes

my statement. I will be pleased to answer any questions.
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Mr. DINGELL. Mr. Newton, Admiral Miller, the Chair thanks you

both for very helpful testimony and for the very valuable assist-

ance you, have given to this committee as we have proceeded

through this investigation. TI , Chair wishes to commend you both.

The Chair is going to recognize members for questions now com-
mencing with my good friend from Georgia, Dr. Rowland.

Mr. ROWLAND. Thank you, Mr. Chairman.
Mr. Newton, you said in your statement that DCAA has just

completed its audit of MIT for 1990 and that there was a total of
$23 million that was in question and that $19 million were exces-

sively billed to the Government, is that correct?
Mr. NEWTON. Yes, sir.
Mr. ROWLAND. My understanding is that MIT has 4 open years,

1987 through 1989, as well as 1991, that hasn't been audited yet; is

that correct?
Mr. NEWTON. Yes, sir. We have the years audits 1987 through

1989. We ilave not received a submission for the university for
1991.

Mr. ROWLAND. Well, if your 1990 findings are indicative, we

could be talking about a substantial sum at MIT; couldn't we?
Mr. NEWTON. I would expect so; yes, sir.
Mr. ROWLAND. Could you provide the subcommittee with some

examples of the problems that were found at MIT?
Mr. NEWTON. 'Yes, sir; I can. In the audit of fiscal year 1990, we

found a condition where there are problems with what is called tui-
tion remission. This is, in effect, compensation being made to grad-

uate students in lieu of paying the money where the university will

forego the requirement for them to pay certain tuition money. That
is referred to as tuition remission.

We did an analysis of the tuition remission amounts for research

being performed by graduate students, and we compared that with
the amount being paid to the regular researchers of MIT, and we
found that by dividing the hours worked into the amount being
paid, coming up with the average amounts being paid, we found

that through tuition remission the student researchers were being
paid 12 percent more than the full time researchers. We considered

that unreasonable. This amount is reflected in a total of about $7

million in fiscal year 1990.
Another example at MIT that may be of intereJ to you is that

the university had established in its contingency provisions account

a reserve for unbudgeted positions in their medical department. In

other words, these are positions that they did not fill, but they set

up the reserve so they would have the money to do so, and charged

the Government $352,000.
Mr. ROWLAND. The Government paid for positions that weren't

filled; is that what you are saying?
Mr. NEWTON. Yes, sir. Yes, I am. Another example of problems

at MIT is that they have a building at 175 Albany Street that was

treated as an operating lebse, meaning that they wrote off all the

costs to the overhead in that year, contrary to even a proper appli-

cation of their own accounting policy, as well as the generally ac-

cepted accounting principles. This resulted in another $100,000
excess charge to the Government. It included social events and

weddings costs. It included one item I have roted here, an $8,500
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total for luncheons that we classified as entertainment. They have
charged athletic department costs into the fringe benefit account.
There are other examples thatwould you like me to continue on?

Mr. ROWLAND. No. That is enough. Let me ask you about ac-
counting at MIT. You seem to suggest there, in one of your exam-
ples, that they were not following good accounting procedures.

Mr. NEWTON. That is our opinion; yes, sir. We have considerable
problems with some of the allocations; unfortunately, some that
have been subject to the old memorandums of understanding.

The example I included in my statement, which I think is a good
reflection of poor accounting, is the accounting for library costs.
The university har3 lumped all of their libraries together, where, in
fact, they have different libraries in each of their major depart-
ments. And by lumping them together, it has caused a very large
amount of additional costs to be allocated to the Government than
would have been had separate allocations been made for each of
the libraries.

An example, I believe I cited, is that you have several depart-
ments there that make up 50 percent of the total consolidated pool
of library -osts, but yet they only have a very small percentage of
the actual esearch being conducted there.

Mr ROWLAND. Would you have an opinion as to whether or not
follo ming good accounting principles there, was intentional or unin-
tentional?

Mr. NEWTON. Well, I have seen no evidence that would lead me
to a conclusion that they set out to intentionally not follow good
accounting practices. But, from the number of the situations and
the direction that they all seem to take, which is against the Gov-
ernment and bringing in more revenue to the university, my specu-
lation as an auditor is that perhaps some of the accounting treat-
ments were devised as a means of increasing the revenue that
would come to the university.

Mr. ROWLAND. Were they gaming the Government?
Mr. NEWTON. Were they gaming? I would have to say as to what

their intent is or what they were thinking, I really don't know
what they were thinking.

Mr. ROWLAND. Let me ask, let me just go to Admiral Miller. It is
my understanding that the Army is open to criminal investigation
at MIT. Can you tell me what allegations are against MIT and
what the scope of the investigation is?

Admiral MILLER. First, I wanted to comment on your line of
questioning with Mr. Newton. It is my impression. and certainly
defer to Mr. Newton on questions of auditing, but in looking at
what we have seen at universities across the board, I have formed
a personal impression that universities do not have the same rigor
in their accounting procedures as we have seen on the commercial
side.

That is an across-the-board observation, and I would defer to Mr.
Newton to confirm that, if he would.

Mr. NEWTON. I certainly would. I think that is a general condi-
tion that we are observing. Also, I have to say it is unfortunate.
Here we are dealing with Government that is, the Government is
dealing with them as a business insofar as sponsoring research. I
see no reason why more lax accounting procedures should be exist-
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ing in that situation than we require in the industrial environ-

ment.
Mr. ROVVIAND. I certainly think that a school that has as wonder-

ful a eputation that MIT has would have an excellent accounting

system.
MI. NEWTON. I would expect SO.
Admiral MILLER. I believe you will find many more excellent ac-

counting systems in the near future than we havo found over the

past 10 years.
Going back to the questim you asked me about Naval Inves-

tigative Service inquiries; t aye been alerted to the potential
for mischarging and overc b at the university, and they have

been investigating that situatior tc, see if some statute was brolcon.

Mr. Newton and I and our organizations tehi to act as a team;
and we are looking at the contractual sides of this, the busim.ss as-

pects. But when we, either of us, see the possibility of a criminal or

civil proceeding, then we refer that to the appropriate investigating

agency.
Mr. ROWLAND. Can you tell us the status of that?
Admiral MILLER. No, sir; I cannot.
Mr. ROWLAND. OK. Thank you very much.
Mr. Newton, let me come back tc you for just a moment. DCAA

found almost $6 million in questioned costs at Carnegie Mellon for

1987 and 1988, including $243,000 in questioned entertainment
charges, $200,000 in questioned interest and fund-raising charges,
$150,000 in questioned traveling charges, and $2.8 million in ques-

tioned depreciation charges. Could you tell the subcommittee some

of the specific problems behind these questioned charges?
Mr. NEWTON. Yes, sir. I can give you examples in a number of

these cases. The ente-tainment, for example, included $1,370 for a

departmental get-together party; it included $2,671 to Poppa J's for

catering the wit: r ball. We have items, even some of the smaller
items, such as refreshments included for nontechnical meetings.

We have in the travel category the $44,000 for a Nile River cruise,
notwithstanding the explicit requirement of A-21 J-43E, which re-

quires a specific prior approval for foreign travel. We have allocabi-

lity problem noted. An example of that is $7,300 for orchestra costs
being allocated over to the Government. We have a $1.5 million

excess charge in depreciation regarding conversion from the uni-
versity's application of use rates to depreciation accounting. And 1-

nally, a final example I can offer you here is that in what is called

"other category" for allocability, we observed that where the uni-
versity had a series of projects with 55 percent sharing arrange-

ments with the Government, Carnegie Mellon didn't delete their

share; and as a consequence, billed the Government $1.3 million.

Mr. ROWLAND. Well, we also have, in addition to those 2 years,

1988I mean 1989, 1990, 1991 that hadn't been audited; is that cor-

rect?
Mr. NEWTON. Yes, sir, That is correct.
Mr. ROWLAND. SO, if your finding is almost $6 million for 1987

and 1988 are carried forward, and you put in those other 3 years,
the total questions at Carnegie Mellon could increase significantly;

couldn't it?
Mr. NEWTON. I woald expect so.
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Mr. ROWLAND. Mr. Chairman, is my time about out?
Mr. DINGELL. The Chair thanks the gentleman.
Now, Mr. Newton, let's turn to Penn State University. DCAA

questioned some $22 million in fiscal year 1986 and 1990; is that
correct?

Mr. NEWTON. Yes, sir.
Mr. DINGELL. Now, as I note in these charges that were ques-

tioned, there is some $2.8 million in interest and fund raising;
almost $9 million in allocation costs and more than $10 million in
other allocability issues. Can you give the committee some of the
specifics that would support these numbers, please?

Mr. NEWTON. Yes, sir. In the interest area, the nomenclature of
the account here includes interest and fund-raising an: some other
contingencies, but what we have here as a major portion of this
deals with refinancing bond interest. The university has gone
through various refinancing gyrations, which have caused the cost
of the financing to ge up. In other words, if they had stayed with
their original schedule of financing for the construction and othe:
activities thw, they were involved in that were allowable activities,
the interest would have been accepted.

But in this case they are refinancing and spreading payments
out over a longer period of time. For that p-riod in which more in-
terest costs would be charged, we questioned that as being an unal-
lowablc practice.

We also found in that particular account a number of fund rais-
ing, solicitation type activities and so on. Under the category of
professional services, there are various unallowable legal and other
services, I might add that for that amount, Penn State University
officials have concurred with our recommendation.

On the large item under allocable costs where we have some $9
million, $8,341,000 to be more precise, it includes items such as op-
erating costs that are not allocable to the Government, like the
president's house; $102,000 is included for that. Another large item
that we found allocability problems with is that the university
made an error within their computer program for the calculation
of deprecia0on. That reflects about a $10 million error, $10 million
of excess bili'angs to the Government; and again, the university has
concurred with this finding.

Mr. DINGELL. Now, it would be fair to note that the $22 million
we are discussing is based on 1986 and 1990. It does not cover 1987,
i988 and 1989; is that correct'?

Mr. NEWTON. Yes, sir.
Mr. DINGELL. Now, what would you anticipate then would bE the

llts of Penn State for these 3 years?
Mr. NEWTON. I am not in a position to make an estimate without

doing the audit effort that we would pursue. The reason why is,
like I mentioned the computer error of $10 million, I am not sure
that that is not an isolated cimumstance. Our auditors will have to
do a comparison analysis of the various accounts for each of the
years with the objective of identifying whether there are circum-
stances that we observed which would not be repetitive in another
period. Likewise that comparative analysis, I vrnild think, would
identify unusual fluctuations in those other periods in which we
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would have to do probes to see if there might be things that just

existed in those years which should be unallowable,
Mr. DINGELL. It would not be illogical to assume, though, that

these should be years into which we should be vigorously inquiring;

would it?
Mr, NEWTON. Yes, indeed. I would expect there to be significant

sums involved.
Mr. DINGELL. Can you give us any idea when you anticipate re-

sults at Penn State for the 3 years we have just been discussing,

1987, 1988, 1989?
Mr. NEWTON. We are presently scheduled to complete all of those

audits in this Government fiscal year. In other words, we would

hope to have them done by the summer.
Mr. DINGELL. Now, DCAA has also questioned about $6 million

at Syracuse University; is that correct?
Mr. NEW'ION. Yes, it is.
Mr. DINGELL. Now, I gather that DCAA has questioned $236,000

in entertainment, $414,000 in public information, $1,600,000 in stu-

dent activities. Cal you tell the committee what supports these

numbers?
Mr. NEWTON. In the entertainment category, we have a number

of deans' dinners; we have a St. Patrick's Day party and there are

dinner dances that are included in that particular amount. The

other categories, say the student activity, for example, there is $1.4

million included for cheerleaders, the band, and something called

Sour Citrus Society. We considered that unallowable.
Mr. DINGELL. Now, Mr. Newton, again I notice University of

Hawaii was not included in the summary of information you pro-

vided the subcommittee. I gather that the DCAA has a number of

audit activities ongoing at Hawaii and that you have a number of

concerns at DCAA. Could you tell us the status of audit work there

at the University of Hawaii and the concerns that you have identi-

fied to date?
Mr. NEWTON. The audit manager of our audits at the University

of Hawaii has raised a number of system concerns that could, in

fact, evolve into significant unallowable costs being identified in an

audit report. But we have had meetings with the University of

Hawaii, and in these meetings, the university representatives have

taken on what I would say is an unusually cooperative attitude

toward making sure that their systems are revised so that they do,

in fact, comply with A-21 requirements.
We are working wLn them, observing to some extent what the

university is doing themselves, and we wouid expect to be in a posi-

tion later this year on making recommendations. We are not in the

position to do that at this time because of the actions that they are

taking.
Mr. DINGELL. Now, Mr. Newton, the DCAA has significant audit

activity ongoing at the National Academy of Sciences. Can you tell

us what the status of that work might be and the concerns that

have been identified to date?
Mr. NEWTON. Yes, sir. The primary concern we have at this point

is getting them to tie the billings they are sending to the Govern-

ment into the general ledger. As I mentioned, whe it requires an

organization, whoever they are, to have to go out and bring in an
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expert and spend 4 months, when all we are asking for is to recon-
cile between the billings to the Government and what they have on
their general ledger, that is cause for concern.

But some other things that cause us to be concerned that we are
looking into is that they don't accumulate the record of billings by
fiscal period. Overhead expenses are accumulated on a consolidated
basis, even though they have different rates used for billings on
Government contracts and grants. And there is no system at all for
identifying and segregating expressly unallowable costs. These
issues are of considerable concern.

I rnig' *, give you an example of the kind of problem we have
with expressly unallowable costs there. They brought in the Big
Six CPA firm, Price Waterhouse, to perform a sample of three ac-
counts in about 10 cost centers. As a result of this review, the acad-
emy refunded $168,723 to the Governmeat. We believe an accepta-
ble test, though, should include all accounts. Of course, this proce-
dure would not be necessary at all if the academy had established
procedures to comply with the applicable regulations in the first
place. So we are working with them systematically right now, and I
think we will be identifying amounts later on in this year.

Mr. DINGELL. Thank you.
Now, Admiral Miller, the Navy, I note, has a criminal investiga-

tion going at the University of ,Iawaii. I understand that this in-
cludes the University of Hawaii shifting costs across grants as
funding limits were reached. Can you tell us what the scope of the
criminal case is at the University of Hawaii and what allegations
are being examined? Now, I don't want you tr jeopardize any
criminal processes in your response.

Admiral MILLER. Well, I appreciate your conc..irn, Mr. Chairman,
and in fact, I am not authorized to discuss ongoing investigations. I
would have to refer that question to the Naval Investigative Serv-
ice.

Mr. DINGELL. Very well.
Mr. Newton, according to Stanford, in your testimony you state,

"It is our opinion that Stanford owes the Government $231 million
for excessive amounts billed during 1981 to 1988;" is that correct?

Mr. NEWTON. Yes.
Mr. DINGELL. Mr. Newton, can you tell the subcommittee about

the depth and breadth of DCAA audit work that went into this de-
termination?

Mr. NEWTON. Yes, sir. We did a very detailed amount of testing
of the years 1987 and 1988; a very comprehensive examination of
the specific transactions. We went through the various allocation
methods and tested whether the results were, in fact, in compli-
ance with the spnific requirements of Circular A-21. As I have
mentioned, the findings in that analysis caused us to question some
of the allocation methods that hal previously been sanctioned by
the MOU's.

After we concluded our reviews of the years 1987 and 1988, we
then went back for the years 1981 through 1987 and did extensive
comparative analyses. We did not do as comprehensive transaction
testing in those years, but rather we did comparative analyses, and
we would do probes of transactions where we would see fluctua-



105

tions amongst the accounts. Otherwise we would assume that there

would be comparability.
When we reached the point where we had decided that we could

make a comparison of certain amounts, then we would pi oject our

findings from the averages of 1987 and 1988 back to those prior

years. We believe that this analytical approach is an adequate
audit proePdure in the circumstances. It serves as the basis for our

opinion in those years.
Mr. DINGELL. Having said that, is it your opinion that based on

the audits that Stanford owes the Government about $231 million?

Is that a fair statement?
Mr. NEWTON. That is correct.
Mr, DINGELL. Admiral Miller, what would your judgment be on

that matter, sir, please?
Admiral MILLER. The audits that we now have in hand will be

made available to Stanford. What we don't know yet is which of

the audit findings they will concur in and which they will dispute.

If they dispute those audit findings, then it will be incumbent upon

Stanford to provide facts, evidence, justification for their position.

That procedure has not yet occurred, and therefore I would rather

not give you a judgment at this time. I certainly do appreciate the

effort and advice that DCAA has given us these past years.

Mr. DINGELL. Now, Admiral, we discussed possible criminal in-

vestigations at other universities. I gather that there is also one

going on at Stanford. What answer would you want to give us if I

were to ask you to comment on that, if you please?
Admiral MILLER. I would be unable to comment on that investi-

gation, except to confirm that both the Naval Investigative Service

and the Department of Justice have ongoing investigations on the

Stanford campus,
Mr. DINGELL. Very well. Now, Admiral, when you were here last

year, you called Paul Biddle a hero for his actions last year. I note

that Stanford has now named him man of the year in the Stanford

Review. Would we be unfair, you and I, in assuming that Paul

Biddle remains a hero in the Stanford situation?
Admiral MILLER. I think that would be a fair assessment. I re-

cently had the opportunity to read that article in the Stanford

Review. Mr, Biddle sent me a copy of it. And I found it very inter-

esting and an enlightened view.
Mr. DINGELL. Well, Admiral, when the Stanford situation became

known in the winter of 1990, you formulated a senior team to go

into Stanford to determine the depth and the breadth of the prob-

lems, what went wrong and how it happened. Is that correct?
Admiral MILLER. That is correct.
Mr. DINGELL. Now, Mr. Newton testified today that the situation

at MIT involves a potential of $20 million in 1990 alone, and there

are a number of open years. We have had MOU's in operation thac

never should have been agreed to. The GAO told us that there

were hidden agreements that dramatically affected the taxpayers

as well. What are the plans with regard to formulation of special

teams of senior ONR officials to be sent in to MIT as you did at

Stanford?
Admiral MILLER. Mr. Chairman, we have near-term plans and

long-term plans. In the near term, we are managing all of our indi-

1 4. ;,;
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rect costs from headquarters, right now, in close coordination with
headquarters at DCAA. We are not allowing it to go to the field as
it had in previous years. We think this is a necessary interim step;
the magnitude of the problems we have found requires very close
supervision, even at my level, on a regular basis on what is going
on and what negotiations are ready to start and what is our posi-
tion.

In the longer term, we believe that our experience at Stanford in
forming a high level team of negotiators to help the local resident
representative has proven very fruitful, and that is the basis for
the reorganization plans tha t I mentioned in my opening state-
ment. I will say that I am withholding actual implementation of
that plan, because I have also called in the Naval Audit Service. I
wanted an outside agency, someone besides my own organization to
assess the situation, The Naval Audit Service has completed assess-
ing my headquarters. They are now out looking at our field oper-
ations, and I expect their report in April of this year. So I am with-
holding my own plan until I get their advice. Unless they convince
me otherwise, I intend to consolidate and have a single very senior
negotiating team, with the individual administrative contracting
officers serving as members of the team at their university. This
team of senior negotiators, and senior attorneys will be provided
centrally; something that hadn't been done in the past.

Mr. DINGELL. It is very clear that in the number of colleges and
universities, you do have the same problem that you had at Stan-
ford to a greater or lesser degree, and we do not know at this par-
ticular time. Would I be fair in assuming that this kind of concen-
trated approach of having teams go in there is in order?

Admiral MILLER. Well, we have addressed it differently. I believe
additional concern is very valid and called for, but we have not ad-
dressed it in terms of forming a tiger team to go out because I
agree with Mr. Peach from the GAO when he said that this is a
systemic problem. And so our solutions have tended to be systemic
rather than having a fire brigade go out.

What we have done is put much more emphasis on our own pro-
cedures and have redone our entire procedures to give much more
visibility at headquarters to what is going on in the field. We have
also instituted very rigorous training for all of our field operatives
and implemented our rotation policy at all of the universities.

Since this matter first came to light, two-thirds of our adminis-
trative contracting officers have moved in their responsibilities. So
we have new eyes looking at each event. We don't have the same
one evaluating the university that was there 2 years ago. And I
think the new eyes, the new training, and the more rigorous ad-
ministrative procedures are the appropriate systemic sollitions.

Mr. DINGELL, Well, I agree. The thingthe thing is, I don't want
the record to leave anybody with the impression that you propose
not to pursue these other schools vigorously, using whatever mech-
anisms are necessary.

Admiral MILLER. That would be an incurrect perception. We are
going to pursue it, and are pursuing it in coordination with DCAA.
In fact, DCAA's audits of all open years at all universities, plus, as
I said, the audit of internal controlsthat is how a university ac-
counts for their own costshave been cited here with regard to
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some universities and nonprofit institutions. I think this gives us

more or less confidence in how a university is accounting for costs

and, therefore, whether we ought to believe the proposals that we

are getting from that university.
Mr. DINGELL. And I don't want you to think that these comments

are critical. I want you to do the best job you can. I want you to

paddle yzrir own canoe in the way that you deem most appropriate

to get you up the rapids. You referenced, I believe, some comments

made by GAO here where they said, lastly, we believe lax oversight

practices by ONR and HHS were contributing factors. What you

are saying is essentially that you are reviewing the prior practices;

trying to
Admiral MILLER. No, sir. Back when I talked to you in this sub-

committee in March of last year, I said essentially the same thing;

that over the decade of the 1980's, ONR had not done a good job for

the taxpayer in the administration of indirect costs at colleges and

universities. And in fact, at that time, I had just begun accountabil-

ity procedures that eventually led to the reassignment of the senior

executive tnat was in charge of ONR's entire system for accounting

for direct costs.
Mr. DINGELL. You told the subcommittee staff earlier this week

that you plan to have &Naval Audit Service review conducted of

how you staff the universities and whether you need more seasoned

people with different backgrounds to deal with the universities; is

that correct?
Admiral MILLER. That is correct.
Mr. DINGELL. Can you describe what you are doing about that

particular problem?
Admiral MILLER. That is the Naval Audit Service Review, I told

you that we expected to get an outside look at our own organiza-

tion. That report will be available to me in April, and I am looking

forward to it.
Mr. DINGELL. So what you are trying to do is to correct your con-

cerns about the capability of the current system to adequately pro-

tect the Government's interests.
Admiral MILLER. Both organizationally and from a performance

standpoint.
Mr. DINGELL. Gentlemen, I have to leave here. I want to com-

mend you both, Admiral Miller and Mr. Newton, for the fine work

that you are doing. And we very much appreciate your cooperation

with this committee as we conduct our investigations, and we very

much appreciate the vigor with which you are addressing your con-

cerns and our concerns in this matter. So as I leave, gentlemen, I

want you to go with my personal thanks and appreciation for each

of you and what it is that you are doing.
I am going to ask my good friend, distinguished gentleman from

Georgia, Dr. Rowland, to preside over the subcommittee in my ab-

sence.
Mr. ROWLAND [presidingi. Well, we have known about the situa-

tion at Stanford for about 18 months. Why have you not put to-

gether a senior team as in the Stanford situation to go out to other

problem universities, like MIT, Penn State and Hawaii, to better

face and more quickly correct the problems there?
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Admiral MILLER. As I stated, we agree with the GAO assessment
that the real problem is generally systemic. That is, the system for
administering Federal research needs healing. The part that we
control for DOD cognizance schools, that is those schools that the
team of DCAA and ONR are overseeing, we have gone out and
looked at systemic solutions, looked at better training and selec-
tion, methods for people, as well as reorganization plans to get
more experienced negotiators representing a consolidated Federal
position and not just an ONR position. And we have instituted a
requirement that before a local contracting officer initiates his ne-
gotiations with a university, he not only has to get DCAA's advice
but also the advice of other Federal agencies that fund research.
For example, the Department of Health and Human Services
might have a very distinct interest in how rates are negotiated at
that particular university; and so we call in their advice.

But I think the overall approach is both near-term and far-term.
We want a correction of the system rather than a fire brigade ap-
proach.

Mr. ROWLAND. Well, you still have the same eyes and ears at
those universities, nin-t of them.

Admiral MILLER. 1 sir. In fact, at most of them we have new
eyes and ears throug:. ur rotation policy. Approximately two-
thirds of all of the administrative contracting officers in the field
have changed their responsibility in the last 18 months. We have
them moved. They are now looking at new schools; I want them to
tell me what is different and question everything out there.

In fact, when we had them in town, we had a conference last
quarter of all of our field representatives to bring them in for
training and to make sure that their perspective was correct. I per-
sonally talked to them and told them of the great importance of
their responsibility and that their commission in the field is direct-
ly from me. They are out there representing me as the head of the
contracting activity. If ever they find anything that they don't un-
derstand or have the least question about and are not getting the
proper response, I want them to pick up the phone and call me di-
rectly.

Mr. ROWLAND. You are comfortable with what is going on right
now then?

Admiral MILLER. I am comfortable with where we are today. I
recognize we have a lot of work ahead of us. We are at the stage
now where we are rolling up our sleeves. We and DCAA are grind-
ing out years of backlog of work.

Mr. ROWLAND. So are your ACO's calling you now about the
problems?

Admir MILLER. They have not called me, but I have also
cleaned out the pipe of the chain of command between the ACO's
and me. So I think they are finding a much more responsive
system into which to express their concerns.

Mr. ROWLAND. Can you ass. II he subcommittee that all of those
14 ACO's not only have the caeability but also the willingness to
protect the Government's interest when it comes to protecting fi-
nancial deaiings with these universities?

Admiral MILLER. I am under oath, and I cannot state what is in
anybody's head except my own. All I can do is tell you that we
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have gone to great lengths to ensure that they have the proper

training, I have personally gone out to talk to them individually

and collectively to ensure that they know the standard by which

they should be conducting their business and the standard by

which they will be evaluated.
Mr. ROWLAND. So you can personally vouch for them.

Admiral MILLER. I can personally vouch that we have provided

it. Absent getting inside their heads, I can't give you any better

vouch than that.
Mr. ROWLAND. And going back, you are pretty comfortable with

what is going on?
Admiral MILLER. Yes, sir.
Mr. ROWLAND. We are more than a year where the ACO was not

doing his job handling their universities, and you haven't sent any

kind of team from Washington to any place other than Stanford.

How can you be assured that some of your current ACO's are not

operating like the former ACO at Stanford operated?
Admiral MILLER. We have looked at that question and the ques-

tion of whether other administrative contracting officers ought to

be disciplined, but we have not found the same collection of circum-

stances at the other universities that we found at Stanford. Let me

cite a couple of examples. At Stanford we had more than 100 of

these MOU's that were in existence and that hadn't been agreed

to. We see nothing like that elsewhere. The next greatest count is

10 at a university. At Stanford we had a much greater potential

vulnerability in terms of dollars at risk.
But I think more importantly, we have concluded that it was a

systemic problem; and that is why the disciplinary action that was

meted out was focused at the leadership of the organization. It was

focused on the senior executive service leader. In the civilian world

and the civil service, he is the equivalent of a flag officer; and he is

no longer working in that area at all, and he is no longer at his

former pay grade.
The proposed reduction in grade and pay of the individual who

had been an administrative contracting officer at Stanford resulted

principally because he had progressed to a position of leadership

and oversight of other administrative contracting officers. In my

view, as the person who would have imposed the discipline, he had

exceeded his level of competence; and I was going to reduce him

back to the level at which I thought he could perform.

So it was touching the systemic problems and holding responsible

the individual responsible for the system of costs, and also taking

action where I no longer had confidence in the performance of one

of my leadership.
Mr. ROWLAND. Since Paul Biddle so easily and readily identified

the problems with his predecessor at Stanford, why wouldn't you

use his services and help identify problems with other ACO's and

universities around the country?
Admiral MILLER. I am not ready to relieve Stanford of the pres-

sure of having Paul Biddle there on the case. I think he is perform-

ing an outstanding service to the country in keeping the pressure

on. I think our potential liability there is such that I want Paul

Biddle on that campus routing around as only Paul Biddle can.

iLl
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Mr. ROWLAND. Well, once he has finished his business there,
would you use him at other universities?

Admiral MILLER. As part of my reorganization, we are going to
look into changing around responsibilities for all the universities.
Right now we are looking into consolidating into fewer residencies,
as we call them. We have 14 offices around the country. My cur-
rent plan is that we would consolidate to eight and reassign them;
also we are going to have this centralized team. But nobody has
been assigned to a job y?.t. I haven't hooked names to jobs. Mr.
Biddle certainly would be considered for any job for which he has
the talent and the expertise.

Mr. ROWLAND. Let me ask you this, Mr. Newton, one last ques-
tion about the backlog at DCAA. That has to be a concern.

Mr. NEWTON. Yes, it is.
Mr. ROWLAND. Tell me what is going on with reference t,0 trying

to bring that backlog situation under control.
Mr. NEWTON. We are doing the best we can with the resources

available through the use of risk assessment procedures, attempt-
ing to identify contractors and which contractor years to focus the
resources on, toward being able to eliminate the more risky ele-
ments of the backlog.

To do this we have worked with the contracting activities to
identify situations where they have a large number of contracts in
a given year at a given location. We have attempted to assign our
resources so that we might be able to get a large number done with
the people we have.

We have been making progress on it. At one time, it looked like
we we..e going into a never-ending situation where we had about,
what I would call over 3,000 audits. Audits here are being meas-
ured by contractor fiscal year. We had about 3,000 of these audits
coming into the in-basket, if you will every year. We were putting
out only about 1,100 audits. That didn't look too good.

But then we had increases in resources. We had the risk assess-
ments that we applied. We have turned the backlog growth around.
Now we are doing more than what is coming in. This has occurred
in the last two Government fiscal years; and as I say, we are seeing
progress that we hope to continue.

Mr. ROWLAND. Well, under our present budgetary constraints,
certainly there is a lot of problems that have been created for agen-
cies. Can you tell me what has happened to yours under the Presi-
dent's budget?

Mr. NEWTON. We presently have a budget of $378 million. That
amount will not cover the payroll for the employees we presently
have onboard, which is around 6,100 people. However, the Comp-
troller of the Department of Defense has indicated, in fact just this
past week, that he is going to conduct a review of the staffing and
the budget of our Agency within the next 2 weeks with prospects of
seeing if there possibly might be some reprogramming of additional
funds for the Agency. We are looking forward to that review.

Mr. ROWLAND. OK. Thank you very much, Admiral Miller and
Mr. Newton. We really do appreciate your testimony very much.

Mr. NEWTON. Thank you.
Mr. ROWLAND. The next panel is Mr. Thomas Roslewicz and Mr.

Gary Talesnik. I ask you gentlemen to take the witness stand,
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please. They are accompanied by Mr. Richard Ogden. Is Roslewicz

the correct pronunciation?
Mr. ROSLEWICZ. Roslewicz.
Mr. ROWLAND. It is customary to be sworn under the rules of this

subcommittee. There is a copy of tho rules of the subcommittee

there, and the rules of the Energy and Commerce Committee. Do

either of you have any objection to being questioned under oath?

Mr. ROSLEWICZ. No, sir.
Mr. TALESNIK. No, sir.
Mr. OGDEN. No, sir.
Mr. ROWLAND. Do either of you desire counsel?

Mr. ROSLEWICZ. No, sir.
Mr. TALESNIK. No, Sir.
Mr. OGDEN. NO, Sir.
Mr. ROWLAND. Rise then and raise your right hand,
[Witnesses sworn.]
Mr. ROWLAND. You may consider yourselves under oath now. I

ask that you proceed in any manner that you choose at this time

with your prepared statement.

TESTIMONY OF GARY M. TALESNIK, DIRECTOR, OFFICE OF

GRANT AND CONTRACT FINANCIAL MANAGEMENT, DEPART,

MENT OF HEALTH AND HUMAN SERVICES, AND THOMAS D.

ROSLEWICZ, DEPUTY INSPECTOR GENERAL FOR AUDIT SERV-

ICES, HHS, ACCOMPANIED BY RICHARD OGDEN, REGIONAL IN-

SPECTOR GENERAL
Mr. TALESNIK. Thank you, Mr. Chairman. I am Gary Talesnik,

the Director of the HHS Office of Grant and Contract Financial

Management. I submitted a prepared statement, which I would like

to have inserted in the record.
Mr. ROWLAND. Without objection.
Mr. TALESNIK. I will just summarize. I appreciate the opportunity

to appear before the subcommittee today to assist in your review of

indirect costs. As we indicated when we testified before the sub-

committee last May, this is a very important matter to our Depart-

ment. Indirect costs represent almost a third of the total costs of

the Department's research grants, and we are the cognizant

Agency for the audit and indirect cost negotiation for most of the

universities in the country that receive Federal research funds. We

obviously have a very large stake in making sure that the system

works effectively.
Much has been done since the hearing in May to try to improve

the system. Actions have been taken to strengthen both of the poli-

cies that govern how indirect costs are determined, as well as im-

proved enforcement. I would like to briefly outline the specific

steps that have been taken in recent months to try to deal with

those problems. some of which have been discussed in the prior tes-

timony. But I would like to go over them and just kind of summa-

rin.
First, to strengthen indirect cost policy, a number of major

changes have been made to the basic ground rules of indirect costs

in OMB Circular A-21. These changes, among others, tighten and

clarify the rules of unallowable costs, require senior university offi-
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cials to certify that their indirect cost proposals do not include any
unallowable costs, and impose an across-the-board limit on the
amount of university administrative costs the Government will
pay.

The new rules were issued this past October and generally went
into effect immediately on October the 1st. The one exception to
that is the limits on administrative costs, which became effective at
the start of each institution's next fiscal year.

Second, indirect audits of indirect costs are being :nade by both
Federal and non-Federal auditors. As noted in Mr. Roslewicz's tes-
timony, the HHS Inspector General has recently completed special
audits of 14 major universities to identify unallowable costs in
their indirect cost pools, and I am pleased to report that most of
those audits have now been resolved; and the vast majority .)f the
costs that were questioned have been sustained in the audit resolu-
tion process.

The IG has also conducted a number of audits in collaboration
with the indirect cost negotiators to assist and support the negotia-
tion process. P 'tionally, we are expecting to see a substantial in-
crease in tht. /erage of indirect costs by non-Federal autlitors
under new audit guidelines issued by OMB last fall. These guide-
lines specifically require coverage of indirect costs as part of the or-
ganization-wide audits conducted by CPA firms and other auditors
under OMB Circular A-133.

Third, we have recently implemented several changes to our ne-
gotiation operations that we believe will strengthen our ability to
negotiate reasonable and appropriate indirect cost rates with uni-
versities, as well as in many other types of organizations for which
we are responsible. The most significant of these changes i3 a con-
solidation of our regional negotiation offices to broaden the level of
technical expertise in each office. The consolHation was fully im-
plemented at the start of .he current fiscal year.

Finally, we are continuing to examine possible additional re-
forms to the indirect cost system through the collaborative efforts
of the Director of NIH, the Inspector General, and the Assistant
Secretary for Management and Budget. This is part of' a Govern-
ment-wide study of this subject being conducted under the leader-
ship of OMB and the Offices of Science and Technology policy.

In summary, Mr. Chairman, the Department is committed to
real and lasting improvements in this important and complicated
area. Concrete steps are being taken to deal with the problems
identified by the subcommittee and others, and we believe they will
go a long way towards correcting those problems.

That concludes my prepared statement, Mr. Chairman. I would
be pleased to respond to your questions.

[The prepared statement of Mr. Talesnik follows:]
STATEMENT OF GARY M. TALESNIK, DIRECTOR, OFFICE OF GRANT AND CONTRACT

FINANCIAL MANAGEMENT, DEPARTMENT OF HEALTH AND HUMAN SERVICES

Mr. Chairman and Members of the Subcommittee: I am Gary M. Talesnik, Direc-
tor, Office of Grant and Contract Financial Management of the Department of
Health and Human Services.

I appreciate the opportunity to appear before the subcommittee to assist in its
review of indirect costs As the Assistant Secretary for Management and Budget in-
dicated in his testimony before the subcommittee last May, this subject is very im-
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portant to our Department since indirect costs account for almost a third of the

tatal costs of the Department's .-..-,earch grants. Also, from a Government-wide per-

spective, HHS is responsible tor the audit negotiation of indirect cost rates on behalf

of all Federal agenciee for the vast majority of colleges and universities receiving

Federal research funds. We therefore have a major stake in assuring that the indi-

rect cost process works effectively.
Much has occurred since the hearing in May to deal with the problems in this

area identified by the subcommittee and others. Actions have been taken both to

strengthen the policies governing the way indirect cost rates are determined as well

as to improve the enforcement of those policies.

The policy improvements have focused on the "Cost Principles for Educational In-

stitutions" in OMB Circular A-21, This Circular provides the basic groundrules for

determining costs at colleges and universities and is at the heart of the indirect cost

process. With the concurrence and support of HHS and the other agencies involved,

OMB issued several major changes to the Circular this past October, aimed primari-

ly at stopping the abuses arising from application of the Circular's previous rules.

These changes tighter! and clarify the rules or. unallowable costs and establish a re-

quirement that senior university officials certify that their indirect cost proposals do

not include any unallowable costs. The revision also imposes a cap of 26 percent on

the administrative components of university indirect cost rates, which is the area

where most of the problems with unallowable costs have surfaced. Additionally, the

revision requires that major research institutions provide assurances tl'at Federal

reimbursements for depreciation or use allowances on buildings and equipment are

used to maintain and enhance research facilities, and requires that all institutions

ensure that the Federal Government does not subsidize the indirect costs associated

with research supported by industry or foreign governments.

Recent actions have also substantially strengthened the audit of indirect costs. As

noted in Mr. Roslewicz's testimony, the HHS Inspector General has completed spe-

cial audits of 14 major institutions to identify unallowable costs in their indirect

cost pools. I am pleased to report that we have resolved most of these audits and the

vast majority of the audit findings were sustained in the audit resolution process.

The IG is also conducting a number of audits in collaboration with the indirect cost

negotiators to assist in the negotiation process. Further audit coverage of indirect

costs will be made by non-Federal auditors under guidelines recently issued by OMB

under Circular A-133 "Audits of Institutions of Higher Education and Other Non-

Profit Institutions." These guidelines require non-Federal auditors, primarily CPA

firms, to review indirect costs as part of their overall audits of the institutions. nie

audits are required to cover various aspects of institutions' indirect cost proposals,

including the controls established by the institutions to assure that unallowable

costs are not included in the proposals. The audits will also test individual expense

transactions to determine whether the indirect cost pools contain any unallowable

costs.
Additionally, we have recently implemented a number of changes to our negotia-

tion operations that we believe will strengthen our ability to negotiate reasonable

and appropriate indirect cost rates. The most significant of these is a consolidation

of our regional negotiation offices to provide a broader level of technical expertise in

each office to handle an increasingly complex workload. This consolidation was fully

implemented at the start of fiscal year 1992. We have also started contracting for

specializing consulting services to assist the negotiators in evaluating certain techni-

cal aspects of indirect cost proposals that impact on the allocation of indirect costs.

Finally, we are continuing to examine possible long-term reforms to the current

indirect cost system through the collaborative efforts of the Director of NIH, the In-

spector General and the i'..isistant Secretary for Management and Budget. This

effort is part of the overali ..lovernment-wide study of research costs being conduct-

ed under the auspices of OMB and the Office of Science and Technology Policy.

In sum, Mr. Chairman, we are committed to real and lasting improvements in

this important and complex area. Given time, I believe the actions we have under-

taken will go a long way toward that end.
That concludes my prepared statement Mr. Chairman. I hope it was useful and

will be glad to respond to the subcommittee's questions.

TESTIMONY OF THOMAS D. ROSLEWICZ

Mr. ROSLEVVICZ. Thank you, Mr. Chairman. Good afternoon. It is

my pleasure to be here. I am Thomas Roslewicz, Deputy Inspector

General for Audit Services at the Department of Health and
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Human Services. Accompanying me today is Richard Ogden, who is
our Regional Inspector General for our Boston regional office. Mr.
Ogden was responsible for coordinating the 14 audits that we did at
universities around the country. His staff did a commendable job in
that effort, too.

With your permission, Mr. Chairman, I would like to keep my
oral comments brief and submit my testimony for the record.

Mr. ROWLAND. Without objection.
Mr. ROSLEWICZ. When we appeared before this subcommittee in

May of last year, we discussed the preliminary results of audits of
indirect costs at 12 of 13 schools scheduled for such review. Since
that time, we have added one school to this list and have finalized
our audits. We are hereby submitting that report.

Also in discussions with staff of the committee, we agreed to pre-
pare a summary report on our 1991 activities, other than what we
did at the 14 universities. Some of that work is still ongoing. We
feel the committee would bewould be able to make some use out
of that work.

Mr. ROWLAND. Without objection, that will be made part of the
record.

Mr. ROSLEWICZ. Thank you, sir. We also have a special report
which Chairman Dingell requested back at the May hearing on the
indirect cost rates that are charged to non-Federal researchers who
do research at our colleges and universities. We have that report to
submit.

Mr. ROWLAND. That will also be entered into the record.
Mr. ROSLEWICZ. We have a summary report on other indirect cost

issues that we provided at the request of the Chairman of the
Senate Labor Committee. That report too, we feel, would be of use
to this committee; so we are submitting that for the record.

Mr. ROWLAND. Without objection, that also will be submitted into
the record.

Mr. ROSLEWICZ. Thank you, Mr. Chairman. Our audit universe is
very large. We have over some 600 universities that have research
funds criing into them. Of that amount, about 262 of those receive
90 percent of these Federal research dollars. So our resources are
small, but y et we are trying to use the resources that we have ef-
fectively to ;:ccomplish the work load we have there.

Our resul ts to date show us that there are still some improve-
ments that are needed in the way the Federal Government does
business v ith the college and university community. To effect the
best use of our limited resources, we developed a strategy which
helps us to maximize coverage at these 262 schools which are the
major recipients of Federal dollars. Based on geography and size,
we focused our initial efforts on a general and administrative cost
pool audit at 14 schools to make sure that the Stanford problems
identified were not occurring at our universities as well.

I have up in front, Mr. Chairman, a chart or two charts that
show the 14 universities in particular that we have been to. And as
you can see, those 14 universities had a total amount of $20.3 mil-
lion in unallowable costs that had been charged to the general and
administrativeG and Acost pools. Of that amount, approxi-
mately $2.9 million was allocated to organized research. That is the
basis of our report that has been consolidated.
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Thy next phase of our audit effort was to review the exi%ing in-

direct cost rates and proposals of the remaining schools tc ensure

that they are adhering to OMB Circular A-21. We askA the re-
mining schools to begin the process themselves with their own in-

hcuse and contract resources, taking a look at their costs and

coming back t.,.) us with the results of their self
To dAte, there are an addit.onal 126 schools that have completed

in-house . They have identified an additional $18 million in

unalloweSle costs. About 15 percent of that amo:mt is also being

charged to organized research. The $18 million is in addition to the

$20 million that has been identified by us at the colleges and uni-
versities listed on the chart.

The reviews at the remainder of the 262 nniversities are in
progress, and they are developing the responses back to our initial

requests. In the meantime, we are continuing to work WAIh the Di-

vision of Cost Allocation, Gary Talesnik's group. We have helped

do some assist work in ' elping him to prepare for his negotiations

that he conducts at the various universities.
Three recently completed reviews precluded some $94 million

from being charged to research as a result of our assist %.'ork in the

negotiation process. Maintaining a smart approach to using limited

resources, we built i the work of non-Federal auditors as well.

The OIG issued 82. sports on college und university matters in
calendar year 1991; 211 of those were completed by our in-house

staff; 615 of those were conducted by independent public account-

ants. That includes the other schools where we have cognizance, re-

gardless of the dollar level of fundings for those universities.
To maximize the dollar payback, we built on those non-Federal

findings that the independent public accountants report. For exam-

ple, one area disclosed by our review of non-Federal audits is in the

area of centralized activities such as computer services at universi-

ties. We found problems with the way the research centers comput-

ed the rates, which resulted in overcharges to Federal research.
Preliminary findings to date show an estimated $1.8 million at

10 universities where there are such overcharges that we are find-

ing as a result of our audit work. This is one way we intend to

build upon the OMB Circular A-133, which requires that each uni-

versity have an audit every 2 years, including a look at the A-21
provisions and a determination as to whether allowable costs are

being charged. We will build upon the work done by these inde-

pendent public accountants.
I also wanted to mention the findings on the special review we

did for Congressman Dingell last year where he requested us to
look at the indirect costs that are being charged byor no+ .ing

charged in somu cases, to foreign governments having /1 Arch

done at our universities. Essentially what we found was that some

schools offered reduced rates to foreign governments and corpora-

tions.
In some cases, the rate is zero percent, which was absorbed by

tL schools and not the Federal Government. This cost the schools

we visited about $46 million. We looked at 10 universities, so that

is a L'olatively small group; but I think it is pretty representative
the, what is probably happening out there in the rest of the univer-

sities.
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While progress has been made, there is still room for improve-
ment in the way the Federal Government does business with
schools. I see a twofold approach, a global and an incremental ap-
proach. Globally I think what we need to bc r at is, are we doing
business with the schools in the best way we can, and are we work-
ing effe tively to negotiate rates. Are there other ways in which we
might ue able to accomplish an agreeable amount as to what
amount the Federal Governme r:,. thould pay for indirect costs at
these universities?

Incrementally, I believe there are a lot of other things that can
be done to Circular A-21 to help alleviate the problems that audi-
tors and accountalts run into when they are doing these scrub re-
views, looking at the amounts that are being charged to the cost
pools. The actions taken to date by OMB are certainly very helpful
in terms of when you are out there and you are the grass root audi-
tor looking at these individual transactions, it is much easier to
have a clear criteria as to what is allowable and what is not.

And the recent changes to OMB which became effective in Octo-
ber will certainly help with that area. I think you know there are
other things that we pointed out in our report which indicate what
OMB can dothe Circular A-21 can be clarified further to help
this process. I also agree with GAO's earlier recommendation that
there needs to be serious thought given to the amount of resources
that are being applied in this area, albeit audit resources in negoti-
ations as well.

At this point, Mr. Chairman, I will conclude my oral testimony
and be happy to answer any questions.

[Testimony resumes on p. 1421
[The prepared statement and attachments rf Mr. Roslewicz

follow. The full text of the Inspector General report is retained in
the subcommittee files.]
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STATMENT OF THOMAS D. ROSLEWICZ

I am Thomas D. Roslewicz, Deputy Inspector General for Audit

Services of tht; Department of Health and Hunan Services (HHS).

With me is Richard J. Ogden, our Regional Inspector General for

Audit Services in Boston. We are here this morhing to discuss

our progress in reviewing indirec.,: costs at colleges and

universities, recent
changes to the cost principles in Office of

Management and Budget (OMB)
Circular A-21, and our future

oversiqlt plans. When the Inspector
General and I appeared

hPfore this
Subcommittee on May 9, we discussed the preliminary

results of audits we had performed at 12 of 13 schools under

review. We now have final results of audit work at 14 schools

and I will be specifically discussing our findings and how the

new revisions to A-21 will impact on these problem areas.

pActGROUND

As noted in our previous testimony, we provided extensive

background information
on the subject of indirect costs, and the

various OMB Circulars which provide
guidance in the areas

oversight responsibility,
direct and indirect costs, and audit

requirements.

The cost principles
in the Office of Management and Budget (OMB)

Circular A-21 did not provide incentives to schools to minimize

or contain costs allocated to research projects. Basically, A-

21 permitted
universities to charge expenses to Federal research

when those expenses were allc )ble, allocable, and reasonable.
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Costs were considereJ reasonable "if the nature of the goodp or

services acquired or applied, and the amount involved therefore,

reflect the action that a prudent person would have taken under

the circumstances prevailing at the time the decision to incur

the cost was made." This subjective test of reasonableness

provided great latitude for schools to include many iters and

serVices which might otherwise be excluded under the more

specific Federal Acquisition Regulations (FAR). The FAR contains

cost principles relating to contracts with commercial

organizations and provides more specific guidance on allowable

costs than previously found in A-21. Under A-21, a cost was

allocable to a specitic project if "the goods or services were

chargeable or assignable to such cost objectives in accordance

with relative benefits received or otheir equitable relationship."

We noted that the non-specificity of A-21 provided discretion

and, indeed, incentives to schools to define "benefitr received"

t.) their best advantage.

Our testimony also pointed out that the principles in A-21 were

established over 30 years ago when the research environment and

Federal funding were less complex. The Circular had been

modified eight times, but still A-21 did not keep pace .4ith

changes in the scientific research arena and today's business and

accounting practices. Effective October 1, 1991, OMB made the

ninth revision to A-21 specifically designed to curb abuses in

educational institutim tiactices involving indirect costs

2
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associated with Government funded research. Our testimony today

will reView 14;ome of these changes and discuss their potential

impact in areae covered by our aucits at 14 schools and on the

overall recovery of indirect costs by all schools.

By way of
background, we want to reemphasize the Federal

Governments commitment to scientific research.
Since 1984,

total Federal research and development funding to colleges and

universities has risen 64 percent from $5.6 billion to the

current level of over $9.2 billion. The indirect costs or

unallocated overhead
provided to colleges and univ-,rsities for

supporting '..ts research activity
increased 67 percent from $1.5

billion to $2.5 billion.

INDIREql COST MAWS AT 14 segons

When we appeared before this
Subcommittee in May of last year, we

discussed the preliminary results
of audits of indirect costs at

12 of 13 sLuools scheduled
for such review.

Since that time, we

have added one school to this list and have finalized our audits.

With your permission, we would like to submit for the record the

!eview on the administrative costs
claimed by 14 schools. We

would also like to submit a report on how certain colleges and

universities charge lower sverhead rates to foreign governments

and other domestio nonfederal
organi tions. This report was

based on a request by Chairman Dingell. As shown in Exhibit 1,

3
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our audits found that the 14 schools included approximately $20.4

million ot unallowable costs in their indirect cost proposals

submitted to the Department of NHS' Division of Cost Allocation.

Of this amount, about $3 million was allocated to organized

research. Most of this $3 million was then charged to Federal

research. We also found that 4 of the 14 schools performed their

own reviews of administrative costs prior to our audit and

identified an additional $11.4 million which was removed from

indirect costs. We found charges for items that were clearly

excluded for reimbursement by (both current and then effective

version of) A-21. In addition, we found that apparent

ambiguities in the then extant version of A-21 allowed schools to

liberally increasd the types and amounts of costs included in

their General Administration accounts. For example, we

discovered $5.7 million in unallowable costs at the 4 "self-

scrub" schools that were in addition to the $11.4 million of

items the schools had eliminated.

Let me give you examples of unallowable costs we found at the 14

schools:

o travel (airfare for presidents' spouses, numerous trips

to attend meetings which benefitted other institutional

activities, airfare to Grand Cayman to attend meeting

of investors as well as various other foreign travel)

4

.
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o entertainment (numerous charges for expenses related to

attendance at football games, opera tickets and liquor)

o public relations (a news service handling public

relations for the university, announcements promoting

the university and
memberships in a public relations

club)

o legal fees (defense of an investigation brought by the

Federal Government
against the school concerning

tuition price-fixing and
violation of student civil

rights)

o memberships in social or civic organizations

(university athletic
associations and various social

clubs)

o activities associated with other school functions (art

museum, bus service and services of the school

chaplain)

Exhibits II and II/ show the types ce unallowable costs found and

the number of schools at which each occurred. In most cases, the

schools agreed with our determinations regarding the

administrative costs we questioned.

5
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Based on the results of our audits and an analysis of recent

revisions to A-21, we concluded that A-21 needs further

improvements. Our consolidated report recommends that our

Department's Assistant Secretary for Management and Budget (ASMB)

continue to work with the OMB to further revise A-21 to (1)

clarify the definitions of allowable and allocable costs, (2)

clarify certain costs already considered unallowable, and (3) add

additional categories of unallowable costs. We also recommend

that ASMB (1) continue to work with schools to help them properly

interpret A-21, 12) appropriately implement the 26 percent cap on

administrative costs, and (1) adjust the previously negotiated

indirect cost rates for the 14 schools audited and calculate

refunds as appropriate.

pagAICTIOAr AUDIT FINDINGS AT 14 SCHOOLS

The responsibility for resolution of the audit findings and

recommendations in OM reports at the 14 schools rests with the

Division of Cost Allocation which is located within the Office of

the Assistant Secretary for Management and Budget. To date, the

ASMB has resolved 12 of the 14 reports and will recover $4.4

million from these schools (see Exhibit IV). This amount

represents about $3.8 million in refunds for prior years and

about $.6 million in adjustments to current indirect cost rates.

The recoveries of $4.4 million exceeds the total amount

questioned by auditors for one year because the audit resolution

6
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process involved multiple years.
Resolution of costs questioned

is underway at the
remaining two schools.

Under the Department's audit resolution policy, disallowances of

unallowable costs are required to cover three grantee fiscal

years prior to the start of the audit. Therefore, since most of

the audits of the 14 schools started in FY 1991, the

disallowances usually go back to FY 1988.

RIKTIAMILSZ_INIWILCI_Mfil_122/1_

DL2Bri.juyasigii_m_sag_t_aktacmjsm

The Division of Cost Allocation within A2413 reviews and

negotiates indirect cost rates proposed by institutions. Where

necessary, the OIG provides audit assistance during the

negotiation process. Over the past several years, the OIG has

been increasing its efforts in this area and the negotiators and

auditors have an excellent working relationship.

The Division of Cost Allocation
negotiators are quite aggressive

in their negotiations of rates and frequently make substantial

reductions in the rates proposed by schools. On average, these

"up-front" reviews and negotiations have resulted in reductions

to proposed rates of 7 to 8 percentage points. For example, the

rates proposed by the universities for FY 1991 averaged 58.7

percent while the rates negotiated
averaged 50.9 percent, a

7
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reduction of 7.8 percent. The negotiated reductions in rates for

colleges and universities resulted in savings to Federal research

programs of over $300 million in FY 1991. Exhibit V shows the

most current rate in effect at the 14 schools we visited compared

with the rate proposed and the projected annual savings at each

school. For these 14 schools, the Division of Cost Allocation

negotiated reduced rates resulting in savings of about $83

million per year.

REVISIONS TO R-21

After the start of our audits of indirect costs, OMB proposed

revisions to Circular A-21 to curb abuses in educational

institution practices involving indirect costs associated with

Federal research. It published notices in the Federal Register

on May 15 and June 27, 1991, outlining these proposed changes and

requesting comments. The revisions became effective on

October 1, 1991. As shown in Exhibit VI, the major changes to

A-21 include:

o a cap of 26 percent on the administrative portion of

indirect costs. This includes the General

Administration, Departmental ;.dministration and

Sponsored Projects Administration cost pools.

8
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o a requirement that schools certify that no unallowable

costs are included in indirect cost rates submitted on

or after October 1, 1991.

o a list of 14 specific items of expenditure that are

unallowable,
effective October 1, 1991. This includes

liquor, alumni activities, housing and personal living

expenses for school officers, and the like.

o an assurance by schools that they have expended (or

will do so within 5 years) amounts equal to that

collected from
Depreciation and Use Allowances for the

acquisition or improvement of facilities or equipment.

a prohibition
from shifting any

under-recovery of costs

associated with
foreign or corporate research to

Federal research projects.

With regard to the above revisions, our audits have shown that

although they will provide much needed clarification, more

guidance should be provided in the following areas:

TRUSTEE EXPENSES - The current A-21 stipulates that

travel and subsistence costs of trustees are

unallowable.
However, there are still General and

Administrati.,e costs
incurred in connection with

9
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trustees' oversight and governing responsibilities.

Circular A-87, the comparable Circular for States and

local government charges, provides that the salaries

and expenses of the legislature, whether incurred for

purposes of legislation or executive direction, are

unallowable. As the governing responsibilities of

trustees are similar in many respects to those of

legislatures, we believe that all costs incurred

relating to trustees should be unallowable.

-- MISCELLANEOUS EXPENSES - We believe that many of the

same, as well as other types of miscellaneous costs

found to be unallowable during our audits, may be

charged to organized research in the future unless

additional guidance is provided, such as providing

examples of unallowable miscellaneous costs.

ALLOWABLE AND ALLOCABLE COSTS - Without clarifying the

definitions of allowable and allocable costs, we

believe that many of the same types of costs we found

to be unallowable (professional services, travel,

miscellaneous and others) may be charged to organized

research in the future. At a minimum, additional

guidance should include similar provisions as the FAR.

In this respect, the FAR includes applicable Cost

Account:.ng Standards within the definition of allowable

10
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costs. Further, the FAR states that ". . pp

presumption of reasonablalAss shall be attached to the

ircurrence of costs by a contractgr . . ." and ". . .

the burden of proof shall be upon the contractor to

gstablish that such cost is reaspnable . .
.1t

Additional guidance should clarify when costs are

necessary for the overall operation of the school and

when they benefit organized research.

EMPLOYEE MORALE - allowable employee morale costs per

A-21 include recreational
activities incurred in

accordance with the institution's established practice

or custom. Some school officials asserted that certain

entertainment costs were allowable employee morale

costs. There is a fine line between allowable

recreational activities and unallowable entertainment.

Accordingly, we believe that, in order to avoid

confusion, additional guidance is needed to determine

when recreational activities become entertainment.

oTHER INSTITUTIONAL ACTIVITIES AND STUDENT ACTIVIT/ES -

A more comprehensive list of these activities which arp

unallowable, especially those not so obvious, would

provide school officials with less discretion to charge

costs to Federal research.

11
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-- FINES AND PENALTIES - Additional guidance could be

provided by specifically including as an unallowable

costs, interest on penalties and fines resulting from

violations of Federal and local laws.

As we have in the past, we support A-21's 26 percent cap for

controlling administrative costs. We issued a report in 1986

recommending that Departmental Administration be capped at 7

percent and we supported a 1986 recommendation, to cap 4

administrative cost centers at 26 percent, eventually to be

lowered to 20 percent. These earlier attempts at capping

administrative costs were only partly successful--ultimately only

a small portion of the Departmental Administration cost pool was

capped.

The current 26 percent cap on administrative costs could make

available up to $104 million nationwide on an annual basis for

funding Federal research projects. In addition to reducing the

potential for abuses of administrative costs, the cap should help

close the gap between the amount of money available for research

and the number of research projects deemed worthy of support.

The HHS Public Health Service's National Institutes of Health

(NIH) indicates it can award grants to only one out of every four

research projects deemed to have scientific merit. If a%..ards

averaged $200,000 Governmentwide (they average $227,000 at NIH),

12
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the availability of $104 million in research
funds could mean the

creation of 520 new research projects per year.

AUDIT COVBRA02 MBA OMB CIRCULAR A-133

The foundation
for our audit coverage at colleges and

universities is organirationwide
audits performed by irdependent

auditors (mostly CPA firms) under 0MB Circular A-110 and

currently under A-133. Our coverage will be expanded unde- A-

133 which went into effect on
January 1, 1990. Circular A-133

requires that all colleges and universities receiving
$100,000 or

more have an organizationwide
audit at least once

every 2 years.

OMB has also issued an audit compliance supplement
for A-133

which includes
audit steps for the review of indirect costs.

Independent
auditors are required to determine if items included

in the various
indirect cost pools are allowable and properly

allocated.

Most schools will begin to have A-133 audits performed
for the 2

year period ending June 10, 1992. These audits will be submitted

to the OIG regional offices for processing and issuance during

early 1S93. As required by the Circular and our professional

standards, we plan to rely on these organizationwide audits and,

where necessary,
build upon the work performed by the independent

auditors.

13
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I would like to present the Subcommittee with an example of how

this process works. We recently received a report on an

organizationwide audit at Johns Hopkins University which was

performed by the national CPA firm of KPMG Peat Marwick. The

auditors had identified a number of system-wide Jeficiencies.

One problem area involves recharge centers or specialized service

facilities. One example of a recharge center might be a computer

facility at a school which sells its services to various users.

Problems with recharge centers involving the development and

assesFaent of rates have also surfaced at a number of other

locations around the country, and our auditors have decided to

perform a nationwide review at selected schools. We will attempt

to identify systemic problems and recommendations for potential

reform of Federa2 cost principles and guidelines involving

recharge centers.

The results of this type of review benefit all Federed agencies

with funds at .tolleges and universities. We anticipate that

other indirect cost issues will also surface as a result of A-

733 audits at research schools and we plan to continue to perform

indirect cost reviews that build upon the work of the A-133

audits.

14
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oven= _WEB CRARGED FOREIGNLGOVERNMENTS AND OTHER NONFEDERAL

RESEARCH ORGANISATIONS

When we appeared before this
Subcommittee in May, the Chairman

expressed concern over the possibility that certain research

universities were charging foreign governments and industry lower

indirect cost rates than that charged the Federal Government. We

indicated we would check into this
situation and we are providing

you toc_ty with a copy of our report on this matter. We reviewed

the billing practices related to overhead fo- Federal research

and that of nonfederal sponsors at 10 of 14 colleges ane

universities we had selected for administrative cost reviews. We

found that all 10 schools entered into reseaLch agreements with

nonfederal sponsors with overhead rates lower than that

negotiated by the Federal Government.
Three of the 10 schools

entered into such agreements with foreign governments. Our

review disclosed,
however, that at all 10 schools the methods

used to calculate and Legotiate Federal rates ensured that the

Federal Government
did not pick up the tab for non-recovered

overhead associated
with the lower nontederal rates. in effect,

the schools absorbeci these costs. We might note that the

Division of Cost Allocation routinely
monii ,rs this aspect of the

preparation of indirect cost proposals.

Schools gave several reasons for lower rates. Some schools

indicated that lower rates were assessed certain nonfederal

organizations because
the schools had a greater concern for

15



132

adding to a body of knowleii0 in a particular discipline than in

obtaining the highest possible recovery of overhead. Other

schools indicated they accepted low indirect cost rates to (1)

help advance the development of young researchers, and (2) accede

to requirements of certain public interest organizations which

limit reimbursement of indirect costs.

Several additional interesting facts developed during our review

are that at the three schools with foreign sponsored research,

there were only a total of nine awards or projects funded by

foreign governments. At all three schools, these awards

represented about 1 percent or less of nonfederally sponsored

awards. Also, we found that the Federal Government was also

receiving lower overhead charges on certain grants, although not

proportional to Lenefits received by nonfederal sponsors. Based

on the data at the 10 universities reviewed, we found that the

Federal Government sponsored 76 percent of the organized

research, but federally sponsored agreements received only 25

percel.t of the discount from unrecovered indirect costs.

In summary, although we found that foreign governments and other

nonfederal sponsors of research are assessed lower rates for

overhead than the Federal Government, we also found thlt the

schools are absorbing the unrecovered portion of these costs.

The Federal Government is not subsidizing the researcn of others

in this situation. We also found that lower rates are offered

16
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nonfederal sponsors to support young
researchers, to accede to

restrictions on overhead by special interest groups and to simply

add to the research base.
Finally, we found at the 10 schools we

visited that research
sponsored by foreign governments

represented a very small percentage of all research.

Notwithstanding, we still believe there is a basic question of

fairness and equity related to the assessment of lower rates to

certain nonfederal sponsors,
especially those who may be in a

position to pay their fair share. We will be reviewing this

matter in more detail to detennine options available for policy

changes.

FUTURE AUDIT WORE

As discussed in our May Hearing we had contacted by letter about

260 additional
schools (beyond the 14 in our nationwide review)

with significant research dollars. We had urged these schools tm

conduct an internal review to ensure that only allowable costs

are included in the indirect costs allocated to Federal programs

We will continue to follow-up and, along with the Division of

Cost Allocation, bring to resolution
issues at these schools,

many of which are performing
self-evaluations of General

Administration costs. We will also continue to perform joInt

reviews with the Department's Division of Cost Allocation of

selected indirect cost proposals. The Division of Cost

17
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Allocation has requested such assist audit work at about 20 major

research institutions during FY 1992.

Our audit strategy will also include continued reliance on audits

performed at research schools by independent auditors under

Circulars A-133 and A-128. Our National External Audit Resource

Center will be reviewing such aud'ts for potential systemic

issues requiring follow-up attention by OIG staff. Finally, we

will also continue to perform direct cost audits such as those

currently in process which are of special interest to the House

Committee Ln Appropriations, subcommittee on Labor, Health and

Human Services, Education and Related Agencies, and to work on

special projects such as the ASMB/NIH/OIG Indirect Cost Task

Group. In summnry our audit effirts will be directed at ensuring

that only allowable and properly allocable costs are charged to

research and that we continue to explore meaningful and effective

reforms to the current method of reimbursement for such costs.

This concludes my testimony, I will be happy to answer any

questionP you may have.

la



Unallowable Costs Included in Indirect Cost Proposals

EXHIBIT I

Unallo vable

Amount to

Organized

Calleue/UniverSity Research

Dartmouth College $ 943,295 $ 116,238

Duke University 918,188 155,271

Emory University 587,200 105,485

Johns Hookins University 805,696 282,707

Rutgers University 3,645,973 178,767

University of Chicago 1,034,949 150,585

University of Miami 827,734 92,789

University of Michigan 8,285,157 1,258,515

University of Pennsylvania 1,250,620 307,777

University of Pittsburgh 528,681 75,178

University of Southern Calif ornia 8,913 0

Texas S.W. Medical Center at Dallas 32,537 0

Washington University 478,566 14,836

Yale University 1.041.700 267.508

Total 12129.1222 $2.995.656

BEST CGPY AVAILAUE

CAS
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Costs Excluded by A-21

Advertising & PR

Entertainment

Other Institutional

Fund Raising

Student Activities

Alumni Activities

Lobbying

Fines & Penalties

EXHIBIT II

W"'"4";---j-='--:-%'",,i-----:--'.%--.,-------,-- -
;----c ------"----- '''-;-'5;-.;

,,,-- ------ ,..--------:";;;.-,

0 2 4 6 8

Number of Schools
10 12



EXHIBIT III

Costs Improperly Allocated to Research

Miscellaneous

Dues & Memberships

Travel

Professional Svcs.

Trustees

Housing & Persnl Exp

Personal Use

Donations

0 2 4 6 8

Number of Schools
1C 12

14



138

EXHIBIT IV

Resolution of OIG SCRUB Audits
of University Indirect Costs

RESOLUTION CASH OTHER
SCHOOL STATUS RE1JND RECOVERIES

_

Dartmouth Resolved $134.000

Duke Resolved $82.000

Emory Resolved 308.000 77.000

Johns Hopkins Resolved 490,000

Rutgers In-Process

U. of Chicago In-Process

U. of Miami Resolved 204.000

U. of Michigan Resolved 381,000 99.000

U. of Penn Resolved 931.000

U. of Pittsburg Resolved 193,000 .r:3 000

U. of Southern Calif. Resolved N/A

U. of Texas S.W. Med. Ct.. Resolved N/A

Washington U. Resolved 674.000

Yale Resolved 491.000 ..04

$3,754,000(1 ) (21 F.603.000 -(31

(1) $3.75 million was recovered through cash refunds to the Federal Government.

(2) The total amount exceeds the amount reported by audit for one year for the 14 sou
because the negotiators made adjustments for multiple years.

(3) Represents one year adjustment to current indirect cost rates in lieu of cash refund .
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PERMANENT
CUF1RENT

MOST

RATE SCHOOL
PROPOSED NEGOTIATED (MILLIONS)

Indirect Cost Rate

SAVINGS

EXHIBIT V

Recap of DCA Negotiations of

14 -SCRUB-- Schools

1992 Dartmouth
78.5% 62.0% $1.6

1992 Duke
57.0% 52.0% 2.9

1992 Emory
76.5% 52.0% 6.7

1992 Johns Hopkins
74.0% 66.0% 9.7

1989 Rutgers
88.7% 64.0% 2.7

1990 U. of Chicago
77.4% 65.0% 4.8

1992 U. ot Miami
69.5% 54.0% 2.8

1992 U. of Michigan
63.4% 57.0% 4 9

1992 U. of Penn
77.7% 65.0% 10.0

1992 U. of Pittsburg
Main Campus

78.5% 47.0% 7.0

Medical Center
93.4% 49.0% 10.0

1991 U of Southern Gehl.
85.9% 60.5% 14 0

1992 U. of Texas S.W. Med Cti 57.9% 48.5% 2.6

1991 Washington U.
63.6% 32.0% 1 3

1991 Yale
71.6% 68.0% 1 8

$82 7

116
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EXHIBIT VI
Major Revisions to A-21

Effective 10-01-91

Admin portion of schools' indirect costs capped
at 26%

III Schools to certify that no unalowable costs
included in proposals submitted on or after
10-01-91

III Specific expenses are unallowable, e.g., liquor,
alumni activities, etc.

111 Schools to use depreciation recoveries for better
equipment/facinties within 5 years

No shifts to Federal research of under-recovered
OH related to foreign or corporate sponsored
research

)
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Mr. ROWLAND. Thank you very much, Mr. Roslewicz. It's the 14
schools that the IG is now conducting audits at; is that correct?

Mr. ROSLEWICZ. Yes. Those audits ar, all complete. We completed
those between February of 1991 and now. We have completed the

individual audit reports which have been submitted to universi-
ties, commented on by the universities, issued in final. The report
we are presenting today consolidates the results of those 14 audits.
Mr. Talesnik, as he indicated in his testimony, has already re-
solved, I believe, 12 of the 14 audit reports that we have issued

Mr. ROWLAND. For the record, would you name those schools?
Mr. ROSLEWICZ. Yes, sir. Dartmouth, Duke, Emory, Johns Hop-

kins University, Rutgers, the University of Chicago, University of
Miami, University of Michigan, University of Pennsylvania, 'Uni-
versity of Pittsbu..g, University of Southern California, Texas
South West Medical Center at Dallas, Washington University and
Yale University.

Mr. ROWIAND. In those audits, HHS questioned approximately,
as you pointed out, $20.4 million of unallowable costs, and the
schools identified an additional $11.4 million based on their HHS
auditors arriving on the scene; is that correct?

Mr. ROSLEWICZ. That is correct, yes, sir. [Sae exhibit 1, p. .]
Mr. ROWLAND. So a total of $31.8 million was scrubbed out of

those 14 schools; is that correct?
Mr. ROSLEWICZ. That is correct, sir.
Mr. ROWLAND. Of that, approximately $5 million was charged to

Federal research, is that about right?
Mr. ROSLEWICZ. As a result of the 14 universities, there was

about $3 million.
Mr. ROWLAND. What was scrubbed also, does that total come to

about $5 million?
Mr. ROSLEWICZ. Yes, approximately $5 million, yes, sir.
Mr. ROWLAND. UK, in your testimony you give some general ex-

amples of what was found, but in terms of specifics, what were
some of the larger problem areas, the specific examples that you
found?

Mr. ROSLEWICZ. OK, we can do that for you two ways, Mr. Chair-
man We can give you the broad categories at the 14 universities or
if you want exact, individual transactions, we can do that as well,
but as you can see costs improperly allocated to research, in the
area of miscellaneous type things, flowers, and what different
kinds of things do we have there, Dick?

Mr. ROWLAND. Can you do individuat?
Mr. ROSLEWICZ. Would you like individual schools? OK, Dick, do

you want to give sr a individuals?
Mr. OGDEN. I c name the individual schools, Mr. Chairman,

that come under each one of those categories that are listed. For
example, we found costs improperly allocated to research in a mis-
cellaneous category at Dartmouth, Duke, Emory, Johns Hopkins,
Miami, Michigan, Penn, Pitt, Texas and Yale.

We had problems with dues and membership with Dartmouth,
Duke, Emory, Miami, Johns Hopkins, Michigan, Penn, Pitt, and
Yale.

We found problems in travel being improperly allocated to re-
search at the following schools, Mr. Chairman, Dartmouth, Duke,
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7:mory, Johns Hopkins, Miami, Michigan, Penn, and Pitt. We had
:)rchlems with the improper allocation to research for professional

services at Dartmouth, Emory, Rutgers, Miami, Pitt, Washington
and Yale. Trustees at seven schools, I think were problems, they

were Dartmouth, Duke, Emory, Johns Hopkins, Michigan, Penn,

mnd Washington. We found problems of housing and personnel :ix-

penses at five schools, Mr. Chairman; Dartmouth, Johns Hopkins,
Miami, Penn, and Yale.

We found problems with personal use, costs pertaining to person-

al use improperly allocated to research at Dartmouth, Miami,
Michigan, Pitt, and Yale, and we had problems with donations
being charged to research, improperly allocated to research at

Johns Hopkins, Pitt, Texas and Yale.
Now, that chart, Mr. Chairman, shows costs improperly allocated

to research. We have another chart that shows the kind of costs,

which were specifically exclud-d from A-21.
Mi ROWLAND. Let's see that chart.
Mr. ROSLEWICE. If I can mkt something before we look at that

sec.;nd chart, the distinction between those two are the first group

that Mr. Ogden referred to, they are all sort of questionable be-
tweenas I mentioned earlier in my testimony, the auditors and
the accountants disagree as to whether flowers really add to the
morale or the cost of research, so you have some disagreements

there.
The second chart tl" at Mr. Ogden is going to give you some exam-

ples on, these are specifically excludable by A-21, there is no argu-

ment as to whether it is excludable or not, so, Dick, if you would,

please.
Mr. OGDEN. Certainly. We found problems at 10 schools, Mr.

Chairman, regarding ad vertising and PR costs. Those 10 schools

were Dartmouth, Duke, Emory, Johns Hopkins, Rutgers, Michigan,

Penn, Pitt, Washington, and Yale.
Now, again, these are costs which are specifically excluded by A-

21. Entertainment, there were problems at 10 schools. To some

extent, of course, I keep repeating these same schools. Dartmouth,

Duke, Emory, Johns Hopkins, Miami, Michigan, Penn, Pitt, Texas,

and Yale.
Other institutional costs that we believe should not have been

charged to research affected the following schools: Dartmouth,

Duke, Emory, Johns Hopkins. Miami, Michigan, Penn, Pitt, Wash-

ington, and Yale, Mr. Chairman. Fund raising costs which were ex-

cluded by A-21 but which still wound up charged to research; we

found that at Johns Hopkins, the University of Chicago, Michigan,

Penn, Pitt, Texas, and Yale.
Cost pertaining to student activities, again, costs which should

not have wound up charged to researchEmory, Rutgers, Chicago,

Michigan, Penn, Pitt, and Yale. Charges pertaining to alumni ac-

tivities. These charges were passed on to the research costs at Dart-

mouth, Chicago, Michigan, Penn, Pitt, and Yale.
Lobbying costs at four schools, Mr. Chairman: Miami, Michigan,

Penn, and Yale. Finally, fines and penalties, costs pertaining to

fines and penalties, Michigan and Pittsburgh, Mr. Chairman.

1 5 5
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Mr. ROSLEWICZ. Fines and penalties is an example where I said
A-21 could be further refined because under A-21 it doesn't address
the interest on fines and penalties.

Some of the universitieF we had been into were actually charging
interest to the indirect cost pool as well, even though the fines and
penalties are unallowable, but those are the kinds of clarifications
that can be made to A-21, which would help alleviate some of this
fighting that goes on between the Federal audito;:s and university
accountants.

Mr. ROWLAND. Mr. Roslewicz, on page 15 of your prepared state-
ment, you said that when you were here in May, before this sub-
committee, DU agreed you would check in co those foreign govern-
ments, and you have already told me that you have done that, and
according to your testimony, you checked this out at 10 of 14 uni-
versities and found that all 10 were offering lower rates to foreign
governments and non-Federal research organizations, than they
were to American taxpayers; is that correct?

Mr. ROSLEWICZ. Yes, sir, that is correct.
Mr. ROWLAND. Can you list 10 schools where you conducted this

review?
Mr. ROSLEWICZ. OK. We will have that for you in a second, sir.
Mr. OGDEN. Do you want me to read it?
Mr. ROSLEWICZ. Yes.
Mr. OGDEN. Those 10 schools are, Mr. Chairman, Yale, Dart-

mouth, Rutgers, Johns Hopkins, Pitt, Emory, Duke, the University
of Miami, University of Chicago, and USC. We found that all 10 of
these universities entered into sponsored agreements with reduced
indirect cost rates. Three of those universities had entered into
agreements with foreign governments.

Most had entered into agreements with foreign corporations.
Mr. ROWLAND. Which were the three?
Mr. OGDEN. With the foreign governments, Mr. Chairman?
Mr. ROWLAND. Yes.
Mr. OGDEN. Johns Hopkins, Pitt, and Duke.
Mr. ROWLAND. So with which governments?
Mr. ROSLEWICZ. We can give you that, too.
Mr. OGDEN. There were eight governmentsEgypt, Austria,

Canada, France, Brazil, Spain, Sweden, and the United Nations,
Mr. Chairman.

Mr. ROWLAND. So what you are saying is that these universities,
just like Stanford, while they charged the full rate to the American
taxpayer to support American research, were willing to subsidize
research for those governments that you mentioned?

Mr. ROSLENVIcz. Yes, sir, that is correct. In cases of those 8 or 9
foreign nations, 6 of those-7 of those were charged zero percent
indirect cost rate. One was charged about 5.2 percent and another
one had about a 15 percent rate, which was substantially lower
than the rate charged for Federal research.

Mr. ROWLAND. Can you explain this or do you have any
Mr. ROSLEWIcz. Sure. What we found, Mr. Chairman, is that for-

tunately when they are computing the indirect cost rate, they in-
clude the amount that the foreign corporations, countries, their
amounts are included in the base that is used to compute the indi-
rect cost rate, so the indirect cost rate is based upon the total
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amount of research that is being done, which means, then, that the
Federal Government, in turn, is not being billed for the research
costs, indirect costs that relate to the foreign researchers.

For example, if there is $100 million in total research at a uni-
versity, the modified total direct cost base, which includes the for-

eign resegrsh dollars in that base, is divided by the amount of the
indirect oak. For example, $45 million indirect costs divided by

$100 million total cost would give you a 45 percent indirect cost

rate.
If they were to remove thelet's say it was a $90-$10, $90 mil-

lion was Federal research and $10 million was other than Federal
research, if they did not include that $10 million in the base, the
indirect cost rate would have been 50 percent, which is the $45 di-

vided by $90 million, the 50 percent then would be charged to the
Federal Government. In that particular situation, if that is what
they were doing, we would be absorbing the cost of the indirect cost

of the foreign research.
What happens in this case, though, is the universities or these 10

schools were giving up approximately $46 million because they

were willing to--I guess they wanted to have that foreign research,

whether it was a special project or whatever it is. They have given

us several reasons. Sometimes they wanted to encourage young sci-

entists to come to them, and they claim they don't just have the
money to pay the indirect cost.

We have a whole list of reasons that the universities gave us as

to why they would not charge indirect cost rates. If you would like,

I could read some of those reasons for you, sir.
Mr. ROWLAND. Well, why would you not charge Egyptian taxpay-

ers when you do charge the U.S. taxpayers?
Mr. ROSLEWICZ. That is a good question. We have not been able

to come up with an answer on that one.
Mr. ROWLAND. Let me ask you thisseveral years ago Mr. Kus-

serow testified before this subcommittee regarding laboratory
charging practices, and it was discovered that labs in the United
States were charging the Federal Government more than it was
charging their non-Federal patients, and the solution was to guar-

antee that the Federal Government :,ot the best rate being offered,

If you wanted to subsidize your private payers, you had to offer

that same rate to the American taxpayer. Do you believe, based on

what you found at all 10 schools, that a similar solution would be

warranted in this case?
Mr. ROSLEWICZ. It certainly is a solution that should be consid-

ered by the universities, but it has to be weighed against, I guess,
their objections as to why they feel they should not do that. They

felt in these instances that we looked at, which are very few com-

pared to total universities in the country, that the desire to have
that type of research being done at their university was sufficient

enough for them to make a decision that they would absorb the in-

direct cost of that particular research project. That is a decision

that they have made.
Now, it does not affect, it unfortunately does not affect the

amount of research that we pay, but I certainly see your point,
where, you know, why should the Government be paying a higher

1 S



146

rate. I don't have an immediate answer as to how the universities
can go about rectifying that.

Their concern is that they could possibly lose the research dol-
lars all together if they were to charge an indirect cost rate. I be-
lieve our department and National Institutes of Health has a
policy where when we have research going on at a foreign universi-
ty or foreign country, we do not pay indirect costs. It is specifically
excluded.

Mr. ROWLAND. All right. You point out in your testimony that
while foreign governments and other nonFederal sponsors are as-
sessed lower rates that the universities were absorbing the uncov-
ered portion of the cost and not in effect having the Federal Gov-
ernment subsidize these discounts. That is fine, but isn't the real
question that if universities are willing to absorb actual costs in
conducting research for the government of Japan, say, or for
Weight Watchers that they should be willing to absorb the same
cost for the American taxpayer?

Mr. ROSLEWICZ. That is a very strong argument, sir, to eliminate
all the indirect costs on the side of Federal research, the schools, I
am sure, would have a very difficult time in giving up, in other
wcrds, charging the Federal Government a zero percent rate. Their
major complaint, I am sure, would be that they are not getting re-
imbursed the full cost of research, but you are absolutely right,
though, how do they make that determination that there is such a
benefit?

Feel free to jump in, Dick.
Mr. OGDEN. All I was pointing out, Mr. Chairman, is that we do

conclude in our final written testimony that we do believe there is
a basic question of fairness and equity relating to the assessment of
the lower rates to certain non-Federal sponsors, especially those
who may certainly be in a position to pay their fair share, just as
the Federal Government is, and it is something that we say in our
written testimony that we are going to review in more detail to de-
termine options available for policy change.

Mr. ROWLAND. Mr. Talesnik, do you believe that it is fair and eq-
uitable? You negotiate rates with these universities, and they try
to justify every dime they can get and then turn around and are
extraordinarily benevolent to foreigners and needy corporations
such as Exxon. Do you think that is fair?

Mr. TALESNIK. While we do negotiate those rates, we do make
sure that the institution isn't shifting the indirect cost attributable
to those other sponsors to Federal programs. We don't have any
particular authority to do anything about whether or not they ac-
tually charge those other sponsors for the full freight, if you will,
for those indirect costs.

It really is basically a policy question as to whether or not there
ought to be a Federal policy that says that the Federal Govern-
ment will pay the lowest rate, and that is something that presum-
ably will be further studied by the IG's office.

Mr. ROWLAND. Mr. Roslewicz, I have learned how to pronounce
your name, I think.

Mr. TALESNIK. It may be easier to say Tom, Dick, and Gary.

1 45
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Mr. ROWLAND, Mr. Roslewicz, you said that they are afraid of
losing foreign business. Why aren't they concerned about losing

U.S. business?
Mr. ROBLEWICZ. I am sure that they certainly would be if the

move were to be made to reduce the indirect mit rates. Basically I

would have to say that, you know, the only alternative that the
universities would have, either they charge these foreigners a dif-
ferent rate or the same rate as the Federal Government or they

lose that research business.
Now, we have not looked at the types of research that is being

done in this country by foreign governments to make a determina-
tion as to whether it is of use or not I would think before a deci-
sion were made that you wouki hzwe to lock at more in-depth re-

views as to what does this re.-Jeu rch consist of, is it really benefiting
our country, I guess yoo. :;ould wok at it trora thfli, perspective. If it

is something that is ,-.113T going to eufit the foreign country, then
I would begin to wonder.

Again, I am wandering in the 1:,,;.lioy area, and I really shouldn't
do that, bui- I would begin to ;y.ave reservations from a personal
standpoir.... as 1-7, *ell, if it i.2t lot benefiting the American taxpayer
and if '.;; is or ;y going to benefit the fereign country where the re-
seareh is going ba,ik to, well, then, I wr.f.Jd begin to have some con-

cerns if I w,-.ro irt a policymaking posh ion, which I am not, I am
t!..e auditor. I audit the factr, ;.N.Avou know, from a personal tax-

payer point of view, I would begin j ic,:tve very similar questions

myself.
Mr. ).-.OWLAND.

,:tated that you have con-
tacted by letter sohes beyond the 14 in your na-

tionwide surve:! ith sir.,ficant ,,..sear.-h dollars.
The IG's ofiice has received a signitcant budget reduction; is

that. correct?
M. i10SLMJCZ, missed the part of your question, sir.

Mr. ROWLANI/ The IG's oi. has received a significant budget
reduction; is that correct?

Mr. liOSLEWIC7.,. Yes, sir, we have. This fiscal year has been very
difficult for 'As Vie were underfunded, and as a result 1 am down-

lzing autht stlf from 800 to about 700. That has made this job

more challengeaNe for nio, t is a tremendous challenge to try to
provide coverage t, a e.epartment that has a $.5 trillion budget, the

amouit, of resee.rch on that $.5 trillion budget is about 1 percent of

the toal deriartment's budget.
On i,'ne w.her hand, I am devoting into the approximately 7

perceni:. of my auditon, looking at 1 percent of the department's
total funding. it is a challenge in regards to how can Iif I keep
shifting more auditi.)rs over to the college and university area, I am

using more auditors to look at less funds.
Now, the doliav return has been certainly very beneficial. I

mer,n, for each of the 50 auditors that we put into the college-uni-

versity arceil. we got back at least about $800,000, so certainly none

of my au&tor6 are getting paid $800,000. If they are, I would like to
know who, but if' you can get $800,000 back for putting an auditor

into the area, it certainly is a very efficient and economic way to

do it.
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On the other hand, if you are looking at the larger programs in
the department, you are talking about Medicare, Medicaid, all of
the public health service agencies, Social Security, all the children
and youth family type programs, the dollar return there is much
larger because you are dealing in bigger dollars, you are dealing
with hundreds of billions of dollars in these programs, and the
return on investment for an auditor in that case is in the neighbor-
hood of $7 million, so, you know, either way I look at it as I can do
only as good a job as the resources I am given to cover a mammoth
organization the size of Health and Human Services.

We are trying many different ways to try to use our audit re-
sources that we have effectively. We have begun trying to cover the
other major 262 universities, we are working with them. We are on
the phone with them. We send them letters, we meet with the
staffs, the president, the university officials. They come in and they
brief us on how they are computing their indirect cost programs,
their plans, so we are making a major effort to get out there and
try to provide the coverage with these scarce resources we have,
but it does become very difficult when you try to get down to doing
transaction-by-transaction audits, chrages into these individual
pools. That eats up a lot of resources just trying to go in there and
review these individual transactions, especially when the criteria
isn't clear and you have arguments between the accountants, the
auditors, and the general counsels for the universities involved.

So to answer your question more briefly, yes, we are having a
problem budget resource-wise, and I certainly could use a lot more
resources to do the work out there I should be doing.

Mr. ROWLAND. So not only is this a good effort to ferret out the
fraud, waste and abuses of the taxpayers' money, but it has more
than paid for itself, hasn't it?

Mr. ROSLEWICZ. Yes, sir, absolutely, no doubt in my mind.
Mr. ROWLAND. I guess we would have to ask the question, then,

what has happened to the funding?
Mr. Rosizwicz. Well, this year's budget, I guess with the new

cap on the budget ceilings, various amendments have been placed
on the IG's budget, and we didn't get the funding we had requested
for 1992.

As a result, we have received only about maybe $.5 million more
than what we requested, and on the other hand we have to absorb
$5 million in additional costs as a result of the locality pay, pay
increases, special pay rates for investigators all around the coun-
try.

All of that put together, you ended up with a budget less than
what we had requested, and as a result I have no choice. I under-
stand the situation. We have a budget deficit in this country.

Mr. ROWLAND. When the IG's office budget is cut, that doesn't
serve the taxpayer very well, does iz9

Mr. ROSLEWICZ. I would agree with you on that, sir.
Mr. ROWLAND. Mr. Talesnik, how has the work of the IG's office

aided in your overhead negotiations with the universities?
Mr. TALESNIK. We have been working with the IG's office for

sometime to try to identify those institutions that we could work
together on doing joint collaborative type reviews of various as-
pects of their indirect cost proposals. We have a number of those in

1 6 )
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process righ'i. now. We completed a number of them over the past
year.

Basically w' at we do is the auditors and the negotiators--and I
am basically representing the negotiatorsget together, they iden-
tify which schools could use this additional audit effort, the audi-
tors and negotiators then decide what aspects of those proposals
ought to be evaluated in some depth by the auditors.

The auditors do that, they provide us a so-called management ad-
visory report. That then is weaved into the negotiation process. We

have had some substantial successes with that.
Mr. ROSLEWICZ. If I might add, Mr. Chairm-n, if the staff
Mr. ROWLAND. Would you name some of taose successes that you

had?
Mr. ROSLEWICZ. Let's look at this chart. This will show you some

of the successes, the two charts on the comparison of negotiated
rates with the proposed rates. Gary, why don't you go ahead and
speak from there? That will give you some good examples.

Mr. TALESNIK. I am going to use
Mr. Rosizwicz. Cr some additional ones.
Mr. TALESNIK. I am going to use, if you am going to use

Emnry, because that is probably the most recent one that we have
done through this collaborative process. Basicallyand by the way,
that happened to be also one of thewell, these 14 were also the
schools that werewhere there was a scrub audit.

In fact, there were two audits done at Emory: One was a scrub
audit which basically was designed to look for unallowable costs in

their general administration pool, and the other one was, in a
sense, an assist audit to loot' at other areas, and in the case of the
assist audit, the auditors he ,,ed us look at a number of aspects of

the Emory proposal. One was the library study.
We talked about library studies in some of the previous testimo-

ny, to see whether or not the library study that Emory had put to-
gether, hung together, that is whether the library study resulted in
an equitable distribution of those library costs or whether there
were some holes in it.

As a result of work done by the auditors, it was, in our view, at
least, pretty conclusive, that it didn't hang together, and so we
questioned the study and we ended up requiring the institution to
use the so-called standard allocation method in Circular A-21. They
also helped us look at the allocation and classification of space.

A large part of that process drives the allocation of a lot of your
facility costs, utilities, depreciation on buildings and equipment,
that sort of thing. The auditors helped us with that as well, so that
kind of a process, but when we focus on specific areasby the way,
when we do our negotiations, in a normal sense, we focus on specif-
ic aspects of those proposals that we think are vulnerable, and we
spend extra time looking at those things, and when we were able to
work out a collaborative arrangement, as we did in this case, we
have the auditors work with us.

Mr. ROWLAND. We won't ask you to go through all of that, but
you have this all to submit for the record, all this information
here?

Mr. TALESNIK. Yes.
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Mr. ROSLEVVICE. That is attached to the written testimony. If not,
we will make sure. One other thing on those two charts there, if
you couldthose are the 14 universities where we conducted our
audits.

As you can see, the total savingswe believe in working up
front. If you get a lot of these costs weeded out up front, you can
hopefully avoid a lot of the things that we are finding at Stanford
and MIT and other universities, but just by working together with
Gary and his people, we have been able to save up front $82.7 mil-
lion.

I think that is certainly a good approach in light of the scarce
resources. You have got to look for other ways to get the job done
with the scarce resources that you have.

Mr. ROWLAND. That is the question I wanted to ask. You are
saving millions of dollars. HHS-IG, in conducting these audits, is
able to help you in being in a better bargaining position with the
universities, is that not true?

Mr. TALESNIK. Absolutely.
Mr. ROWLAND. OK, Let me ask you this, Mr. Talesnik, there has

been an overall inflation and indirect cost rate for a number of
years. Do you believe the evolving Stanford situation and the work
of the HHS-IG had an impact on the growth in indirect cost rates
this year?

Mr. TALESNIK. Well, it is hard to measure that, and this is very
preliminary. My sense is that it has had an effect. Just looking at
the numbers, the growth of indirect cost rates for the last severd
years has averaged something like seven.tenths of percev.t.

That doesn't sound like a lot, but if you get a lot of yes.-!.s strr.ng
together, it can start to add up. In the past year, that is the rates
we negotiated for fi;...cal year 12 .. fcal 1992. compareel. to the
rates we negotiated in 1991, them was still some cref.T. but the
creep is smaller than it was in the Okree trievious years.

Again, I can't pinpoint exactly -.07.at that is attributable to, but
the slowtine reduction in the rc of grmth I think has some-
thing to do with the things that ht,ve been ping on over the past
year.

Mr. ROWLAND. Do you /..dieve the ur.civersities are more aware
and sensitive to the fact that onh: allwable and reasonable
charges should be included in the i.../a8e for negotiation with the
Federal Government?

Mr. TALESNIK. UnquestioneN:.; 15 absolutely no question
in my mind that institutions are irv.ii more conscientious and con-
servative, if you will, in wnts ot what they do to try to screen
these things out, and thtv e doitg, as we have seen in a number
of things that we have gotten from. institutions in response to let-
ters, they are, in i'l-;c;: Join; a lot of work either with their own
internal staff, iit cj atie.:tois or with external CPA firms trying
to find ,:hese what :hc:se costs are.

That was poin,Ad oui very explicitly in the 14 scrub audits. That
is a technimi Nord k now, , but it is basically an audit that looks
forR-ra as. an indirect cost pool to try to find unallowable costs,
that erwie weft! o. fair number of those same institutions that were

tilose audits, that had before the audits even started
r'one a number of reviews.
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Mr. ROWLAND. Well, where do you think we ought to go from
here? Has the word gotten out and auditors can back away or do

you believe it is necessary to up the pressure or maintain the pres-
sure through audits during the transition period?

Mr. TALESNIK. Are you asking me or Tom?
Mr. ROSLEWICZ. Are you saying should the auditors back away? I

would say absolutely not. I don't think that is an appropriate
course of action. I am looking forward towhat would be Circular
A-133 now requires each college or university receiving $100,000 in

Federal funds to have an annual audit done at least once every 2

years, I should say. An audit done at least every 2 years which
would also require that independent public accountants look at the
charges being charged to the indirect cost pools in compliance with
A-21, so we will see as a result, we will begin to see these audits
coming in for the fiscal years ending June 30, 1992.

Now, that in turn is going to increase our workload because,

again, we as accountants and auditors have to review that audit to
make sure it is done in compliance with standards. What we do
then is build upon the work that the independent accountants do.
For example, at Johns Hopkins University there was an A-110

audit done there, which was the circular prior to A-133, and we re-
viewed that report. That was done by an independent public ac-
countant and found that there was some concems we had in the
area of recharge centers. So what we did is started a nationwide
audit based on the results of that audit that was submitted to us

for review.
We hre now looking at I think approximately 10 or 11 universi-

ties at the way they are handling recharge centers. These are cen-

ter where they bill directly to the Federal grants amounts for

col ,puter services, motor pools, and things like that. They bill their
rate based upon the actual charges, and it is billed directly to the
specific grants.

We are finding that there is some unallowables being included in
the computation of billing rates. We are finding that where sur-
pluses are generated, they are supposed to filter that back to the
Federal agencies and the other researchers, but they are not doing

that, they are using those funds to cover other areas of their de-
partments, and Are are also finding that in the case of where there
is a deficit, they are cl'arging that into the indirect cost pool and
billing it back to the Federal Government, so we find those kinds of

things coming from these other audits that have been done by inde-

pendent public accountants.
Now, the jury is not in yet as to how effective that approach will

be, but the Inspector General has supported single audit all
through the 1980's when this issue was debated in the Congress as

to single audits at State and locals as well as colleges and universi-

ties and nonprofits, so in light of the scarce resources, I don't see a
lot of resources being available under the current conditions of our

economy.
We have to start looking for other ways to do things, but on the

other hand, either way you go I can still use additional resources to

get some of this work done.
Mr. TALFSNIK. Could I add on to that a little bit?
Mr. ROWLAND. Sure.
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Mr. TALESNIK. The so-called A-133 audits, that is a relatively new
circular. There were similar requirements in a previous circular,
Circular A-110, but they were kind of loose and vague and didn't
really say a heck of a lot. The new rules or requirements for those
audits are much nere comprehensive. Again, that was issued, I
guess, about 2 years ago, the circular, but there was a long delay
date, so we won't be seeing audits, I guess, for still a number of
months, but the other thing that is important, though, is that this
past October, OMB issued some supplemental guidelines, we call it
a compliance supplement, that gives some instructions, if you will,
to the auditors on what they ought to be looking at, and that, I be-
lieve, for the first time, makes it explicitly clear that those audits
need to cover indirect coks, they need to look at the allowability
issues, that is what kind of costs are included in the pools, whether
those costs are allowable or not allowable, the controls the institu-
tion has to screen out unallowable costs as well as the allocation,
so if those audits are done in accordance with that compliance sup-
plement, guidelines, whatever word we want to use, then I think
we will get something out of that process that will give us some
good information we can use in the negotiation.

Mr. ROSLEWICZ. I concur with that. I think getting back to my
oral statement, there were two approaches, you have the global ap-
proach to fixing the problem and the incremental steps. I mean,
even with A-133 you still have these independent public account-
ants going out there auditing in compliance with A-21, which is ob-
viously needed to be fixed, and OMB made some changes to it, but
there is still some further clarifications that can be made that we
are recommending to our department to work with OMB on trying
to get some further clarifications, but I think the more clarified
you make this, if you have good criteria to audit by, it makes the
job easier and faster to get it done.

Mr. ROWLAND. I am going to ask you one last question. Do you
think the university community is marching in lock step or are you
finding that there is a mixed bag with some universities very
quickly getting the message and moving forward while other uni-
versities are being less receptive and in fact I guess you might say
hunkering down to kind of weather the storm? What is your feel-
ing about that?

Mr. TALESNI There is always going to be a bit of a mixed bag. I
am not in a pu.Jition to point to particular institutions that are on
one end of the spectrum or the other. We still have some institu-
tions that are pretty aggressive, most institutions are still pretty
aggressive in terms of trying to claim the costs that they think
they are entitled to.

Mr. ROWLAND. Can you name some of those or not?
Mr. TALESNIK. I would prefer not to, but one of themwell,

never mind, I think I will stay away from that. I do think, though,
that with respect to the thing that kind of raised all this, that is
the questions of what kinds of costs institutions were including in
their indirect cost pools, this whole unallowable cost issue, that I
see in virtually all the schools that we have had occasion to look
at, they are being much more careful with that sort of thing, so I
think that will continue. The other aspects are hard to judge.
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Mr. ROWLAND. OK. Mr. Chairman, I am finished with my line of

questioning. Do you have any questions, comments?
Mr. DINGELL. Mr. Chairman, thank you very much. Gent!emen, I

want to thank you for your presence here, for your invaluable as-

sistance to the committee. As y ou have observed from the com-

ments of the chairman, that he and I are very much troubled about

the curious situation in which we find ourselves where overhead or

foreign contractors, foreign nations, companies and individuals,
either American or otherwise, in this country or elsewhere, often

times is lower or nonexistent, zero, whereas the Federal Govern-

ment is paying th.:: levels or overhead that you are observing here.

I note with some interest, for example, that Egypt, Austria,
Canada, France, Brazil, Spain, Sweden all have ongoing research

projects in colleges and universities. I think that is a splendid

thing. I am glad to see our colleges and universities get the busi-

ness, but I note that American colleges and universities do not

assess the same overhead charges against these folks who are in

many instances competitors of the United States, and where a lot

of the work that is done is enhancing their competitiveness a t the

expense of our own.
I have a couple of questions I would l4lte to ask. First, is there

any evidence here that work done for these other companies and

other countries outside the United States is essentially being suosi-

dized by high overhead payments which are being made by the

U.S. Government for research which is done for the United States?

Mr. ROSLEWICZ. No, sir. As I indicated earlier with Dr. Rowland,

our audit of the 10 universities clearly showed that they were

notthe Federal Government i nol absorbing the costs. I can
repeat the example that I used earlier, if you would like me to.

Let's assume---
Mr. DINGELL. No, if you will tell me that and the record is com-

plete on that. I will not burden either you or the record further,
but tell us what the case is just in brief summary so we have it

reiterated for purposes of the record.
Mr. ROSLEWICZ. Sure. They compute the indirect cost rate. It is

based upon the total research at a university. Let's say it is 90 per-

cent Federal, 10 percent foreign and non-Federal, iet's use $100

million as an example. If you have $100 million in research cost,
and let's say there is a $45 million indirect cost added to '-hat, you

are talking about an indirect cost rate of 45 percent, which in..

eludes the $10 million for the foreign countries and other non-Fed-

eral researchers.
As long as that amount is included in there, a e Federal Govern-

ment is not going to t.bsorb the cost of the incErect cost that the

foreign universities require. C., the other hand, if they excluded

that $10 million, which cur a) ;t indicates that they did not, the

indirect cost rate would have been $45 million divided by $90 mil-

lion or a 50 percent indirect cost rate that the Federal Government
would have been paying.

That, in turn, would have indicated the Governmdrit was absorb-

ing the indirect cost for the foreign research. Our audits at these

10 universHes indicated that that was not the case, so what we

have is the universities, and these 10 universities were absorbing

t;5
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$46 million oat of their own pocket to pay that share of the re-
search cost for the foreign countries.

Mr. DINGELL. Well, is that really a correct assumption? Here you
have got the United States paying 50, 60 percent overhead, Japan
paying zero overhead. Clearly the university has certain costs.
Clearly the university is not, if I understand their tax status, a
profitmaking institution. Essentially they are non-profit. That
means that they don't have any profits that they can use to charge
these costs that they are absorbing for noncompensated overhead
to, let's say, Japan or Sweden, Canada, or whoever it might happen
to be.

How can I then take the comfort that our people are not paying
the cost, let's say, of subsidizing some other government? The uni-
versity has a pool of a particular size in terms of earnings and re-
sources. Those earnings and resources are allocated in certain
ways; some of them for overhead, some of them for other things.
But le,'s say that the foreign government contributes absolutely
nothing to that overhead.

11..)w can I come to the conclusion that thc.re is no contribution
being made, perhaps even a small one, by the United States or
others to carry the overhead costs, let's say, of work that is done
for Sweden or Japan or Canada or Germany or Spain?

Mr. ROSLEVVICZ. Let me see if I can respond tl that. I don't know
if I can give you a real complete answer on this, but, again, the
amount based upon these audits is clearly not coming out of the
indirect cost pools, it i not being charged through the indirect cost
pools.

Now, the university is obviously absorbing that from endowment
funds or higher tuition rates. They are getting it from some other
funding mechanism in the department. I don't know what that is.
That was not within the scope of our audit to go back and try to
pinpoint exactly where this $46 million that the universities ab-
sorbed CE me from.

All we can demmstrate hrough the audit was that it was defi-
nitely not being charged back to the Federal Government through
the indirect cost rate.

Mr. DINGELL. How about moneys the Federal Government pays
in through things like Pell grants or tuition from the students or
other programs, for example, that are conducted by, let's say, the
Public Health Service or health research or something of this kind?

Mr. ROSLEVVICZ. That could be. That could require additional
audit worl: to go back in and look at where are these funds actual-
ly coming from that they used to pay that, to absorb the cost.

Mr. Dli,GELL. I just was sitting here thinking, maybe it would be
a good idea to help the university to avvid this embarrassment by
simply saying the Federal Government gets the b,st rate and some-
body else gets it without overhead, maybe the Feds ought to do the
same thing. After all, this is the American taxpayers. Do you think
the univenities would approve that?
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Mr. ROSLEW1CZ. I would think not.
Mr. DINGELL. Well, Mr, Chairman, I thank you for your kind-

ness.
Gentlemen, thank you.
Mr. ROWLAND. Thank you. Thank you -ery much, gentlemen.

The hearing is now adjourned.
'Whereupon, at 1:40 p.m., the hearing was adjourned.]
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