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\ Memorandum
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Date
- .
From Bryan B. Mitchell ////7 CLVVA7a;%%zéZ>4/{~

Principal Deputy Inspectbdr General

subect INnternal Indirect Cost Reviews Performed by Colleges and
Universities (A-01-91-04016)

To Elizabeth M. James
Acting Assistant Secretary
for Management and Budget

Attached are two copies of the Department of Health and Human
Services (HHS), Office of Inspector General's (0OIG) management
advisory report entitled, "Internal Indirect Cost Reviews
Performed by Colleges and Universities." The primary

f objective of our review was to ensure that colleges and

r universities (schools) adhere to the Office of Management and
' Budget Circular A-21, Cost Principles for Educational
Institutions. As part of our continuing joint effort, OIG and
the Assistant Secretary for Management and Budget requested
that major schools under HHS' cognizance conduct internal
reviews of their current procedures (self scrubs) to ensure
that only allowable costs are included in the indirect costs
allocated to Federal research.

We found that 193 of the 261 major schools under HHS'
cognizance have completed self scrubs as of January 31, 1993,
and have identified unallowable costs totaling $62.9 million.
Of the remaining 68 schools, 10 self scrubs were in process
and we determined that self scrubs were not required at this
time for 58 schools. The unallowable costs of $62.9 million
does not include $20.4 million identified by HHS OIG during
audits at 14 schools. Based on past experience, approximately
10 percent of the total unallowable cost was allocated to
Federal research. The withdrawal of these costs from
allocations to Federal research reduces indirect cost rates at
various schools from one-tenth of 1 percent to as much as

4 percent. We are requesting that you inform us of any
significant reductions in Federal dollars attributable to the
self scrubs once HHS Division of Cost Allocation (DCA) has
finalized new indirect cost rates at the schools so affected.

The schools' self scrubs are only one in a series of our
continuing efforts to ensure that the Federal Government pay
only its fair share of total research costs, both direct and
indirect. Through numerous audits, special initiatives and
audit assistance to DCA, the 0IG has disclosed millions of
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dollars of unallowable costs included in schools' indirect
cost proposals. Currently, we have several audits and surveys
underway with reports in process recommending changes in
regulations or targeting areas of potential risk. During
Fiscal Year 1993 and beyond we will focus our limited
resources on significant issues as we continue our commitment
to ensuring that scarce research funds are efficiently
utilized.

If you have any questions, please call me or have your staff
contact Daniel W. Blades, Assistant Inspector General for
Public Health Service Audits, at (301)443-3582.

To facilitate identification, please refer to Common
Identification Number A-01-91-04016 in all correspondence
relating to this report.

Attachment
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Principal Deputy Inspectoy General

Memorandum

Subect Internal Indirect Cost Reviews Performed by Colleges and
Universities (A-01-91-04016)

To Elizabeth M. James
Acting Assistant Secretary
for Management and Budget

The purpose of this management advisory report is to inform
you of the results of our joint efforts to have colleges and
universities (schools) conduct internal indirect cost reviews.
As you know, the Office of Inspector General (OIG) and the
Assistant Secretary for Management and Budget (ASMB) are
engaged in a continuing effort to ensure that schools adhere
to the Office of Management and Budget (OMB) Circular A-21
(A-21), Cost Principles for Educational Institutions. As part
of that continuing effort, the OIG and ASMB requested that the
largest 119 schools under the Department of Health and Human
Services' (HHS) cognizance initiate a process with their own
in-house and contracted audit and accounting staff to conduct
reviews of their internal procedures (self scrubs) to ensure
that only allowable costs are included in the indirect costs
allocated to Federal research. The HHS OIG requested that an
additional 142 schools under HHS' cognizance perform similar
reviews. This report summarizes the results of the self
scrubs performed by these schools.

We found that 193 of the 261 major schools under HHS'
cognizance have completed self scrubs as of January 31, 1993,
and have identified unallowable costs totaling $62.9 million.
Based on past experience, approximately 10 percent of the
total unallowable cost would have been allocated to Federal
research. The withdrawal of these costs from allocations to
Federal research reduces indirect cost rates at various
schools from one-~tenth of 1 percent to as much as 4 percent.
We are requesting that you inform us of any significant
reductions in Federal dollars attributable to the self scrubs
once HHS' Division of Cost Allocation (DCA) has finalized new
indirect cost rates.

BACKGROUND

During Calendar Year (CY) 1991, the House Commlttee on Enerqgy
and Commerce, Subcommittee on Over51ght and Investlgatlons,
held hearings which were highly critical of the way major
research schools were charging overhead to Federal grants and
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contracts. Numerous examples of excessive and unallowable
items were presented during the hearings. The General
Accounting Office (GAO), Defense Contract Audit Agency, and
HHS' OIG and ASMB all testified during the hearings. The GAO
had looked at indirect cost charges at 4 major research
schools while HHS 0IG visited 14 schools.

our review at 14 schools showed that problems were widespread
and systemic in nature. This was the subject of our report
entitled, "National Audit of General and Administrative
Indirect Costs at Selected Colleges and Universities"
(A-01-91-04008). In order to address this problem at the
remaining research schools under our cognizance, and to do so
quickly and in the most efficient manner, we contacted the
Chief Executive Officer at each school by letter and urged
that they perform self scrubs. The first letter, issued on
April 10, 1991, was signed by both the ASMB and the Inspector
General and was sent to the 119 largest schools receiving
Federal research funds. That letter urged each school to
perform reviews of their internal procedures to ensure that
only allowable costs are included in the indirect costs
allocated to Federal research. In May 1991, HHS OIG issued a
similar letter to an additional 142 schools which received
$300,000 or more in research funds.

The schools' self scrubs are only one in a series of our
continuing efforts to ensure that the Federal Government pay
only its fair share of total research costs, both direct and
indirect. Through numerous audits and special initiatives, we
have disclosed millions of dollars of unallowable costs
included in schools' indirect cost proposals. For instance,
during CY 1991, OIG audits at 14 of the schools receiving
letters disclosed unallowable general and administrative
costs totaling $20.4 million, about 10 percent of which was
allocated to Federal research programs. We also increased our
audit assistance to DCA throughout Fiscal Year (FY) 1991, as
we provided audit support during the negotiation process.
Through these efforts, we continue to provide timely
information to DCA negotiators who in turn negotiate the
indirect cost rates proposed by the schools.

The OIG currently has several other audits, special
initiatives and surveys underway with reports in process
recommending potential changes in regulations or targeting
areas of potential risk. During the next several years, we
will continue our commitment to ensuring that scarce research
funds are efficiently utilized. For instance, during FY 1993,
we will focus our resources on significant issues such as:

(1) cost containment of rising research costs; (2) the
indirect cost reimbursement process; and (3) further revisions
to strengthen A-21.
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In order to maximize our limited resources most effectively,
we will place heavy reliance on nonfederal audits provided
through OMB Circular A-133 (A-133), Audits of Institutions of
Higher Learning and Other Non-Profit Institutions. Nonfederal
audits made in accordance with A-133 provide primary audit
coverage and oversight at schools and provide Federal agencies
with the information and assurances they require to execute
their overall responsibilities.

METHODOLOGY

The primary objective of this review was to ensure that
schools adhere to A-21, which provides the principles for
determining the costs applicable to research and other work
performed under federally sponsored agreements. These
principles are intended to ensure that the Federal Government
pay only its fair share of total costs.

To accomplish this objective, OIG and ASMB, in a joint effort,
requested that the largest 119 schools under HHS' cognizance
initiate a process with their own in-house and contracted
audit and accounting staff to conduct self scrubs to ensure
that only allowable costs are included in the indirect costs
allocated to Federal research. The HHS OIG requested that an
additional 142 schools under HHS' cognizance perform similar
reviews.

Throughout this review, we were in constant contact with
appropriate school and ASMB officials. Our effort was
conducted at all HHS regional offices during the period

April 1991 through January 1993. We discussed the status of
the schools' self scrubs throughout the course of this review
with officials from DCA and ASMB's Office of Grants and
Acquisition Management, Division of Cost Policy and Oversight.

RESULTS OF SELF SCRUBS

RESULTS OF
SELF-SCRUBS
The great majority of
the schools have
acknowledged and Completed A Review
promptly responded to 183 schools - 74% Review In

our requests to review
whether there were
unallowable costs
included in their
indirect costs allocated
to Federal research
programs. We found that
193, or 74 percent, of
the schools have 261 Requests
completed self scrubs as
of January 31, 1993, and

84 schools identifled
$62.9 million In
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another 10 schools are in the process of completing self
scrubs. For those schools which have conducted a self scrub,
84 schools identified and reported $62.9 million of
inappropriate or unallowable costs originally included in
their indirect cost allocations to Federal research. (See
EXHIBIT I for results of completed scrubs and scrubs in
progress.) The withdrawal of these unallowable costs from
allocations to Federal research reduces indirect cost rates at
various schools from one-tenth of 1 percent to as much as

4 percent. Based on past experience at 14 schools,
approximately 10 percent of the total unallowable cost would
have been allocated to Federal research.

As of January 31, 1993, there were 10 schools which had
reviews in process. Also, there are 58 schools which are not
presently performing self scrubs for various reasons such as
they receive minimum Federal research support, they have
recently been audited or they plan reviews as part of their
next indirect cost proposal process. Based on our review of
each school's condition and correspondence with appropriate
school and ASMB officials, we accept the reasons offered by
these schools for not currently performing self scrubs. (See
EXHIBIT II for schools which will not conduct a review at this
time.)

On March 12, 1993, DCA informed us of some 30 universities
which have issued cash refunds to DCA totaling over $4 million
for unallowable costs which these schools identified through
their self scrubs. Generally, we are encouraged by the level
of the schools' efforts. Although every school which
identified unallowable costs did not provide us with
specifics, some schools did provide details of unallowable
costs disclosed through their scrubs. For example:

o ENTERTAINMENT RELATED COSTS - Numerous schools
identified unallowable costs pertaining to
entertainment related activities, including charges
for alcoholic beverages, meals, catering services,
football "brunches" and tickets to sporting events.

o MISCELLANEOUS EXPENSES - Several schools disclosed
unallowable miscellaneous costs such as prizes and
awards, parking fines, the purchase of rare books
and greeting cards.

o HOUSING AND PERSONAL LIVING EXPENSES - A number of
schools reported unallowable housing and personal
living expenses, including the costs of maintaining
and furnishing the homes of schools' presidents.
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o STUDENT ACTIVITIES - Certain schools .identified
unallowable costs relating to student activities,
such as costs associated with student busing,
graduation exercises, and student administration.

The schools routinely identified other categories of
unallowable costs without providing specifics, including costs
pertaining to advertising and public relations, fund raising
and investment management, dues and memberships, trustees and
alumni activities, lobbying, and unallowable travel.

The above examples are similar in nature to the examples
provided as a result of OIG audits conducted at 14 schools as
discussed in our January 28, 1992 report entitled, "National
Audit of General and Administrative Indirect Costs at Selected
Colleges and Universities" (A-01-91-04008). The self scrubs
provide additional evidence as to the systemic problems we
identified and the necessity of implementing our
recommendations in the National report. These recommendations
are set forth again as an APPENDIX to this report.

CONCLUSION

We believe that the collaborative oversight efforts of Federal
representatives and the academic community are necessary to
reduce ambiguities, arbitrary interpretations, and
misconceptions and to enhance the future acceptance and
support of the indirect cost system. School officials'
awareness of issues surrounding the identification, charging,
and recovery of indirect costs in support of federally
sponsored research has already been advanced through increased
Federal oversight and through recent changes in A-21. The
prospective success of the indirect cost system, however, is
contingent on the full implementation of A-133, and diligent
Federal and internal monitoring of school procedures for
claiming indirect cost reimbursement. Accordingly, we will
continue to maintain an audit presence at schools to
supplement the A-133 audits performed by nonfederal auditors.
Where indicated in the results of such work, we may also
require that schools perform additional self scrubs in the
future.

We are requesting that you inform us of any significant
Federal dollars attributable to the self scrubs once DCA has
finalized new indirect cost rates at those schools where
reductions are necessary.

If you have any questions, please call me or have your staff
contact Daniel W. Blades, Assistant Inspector General for
Public Health Service Audits, at (301)443-3582.
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APPENDIX

OIG RECOMMENDATIONS FROM

NATIONAL AUDIT OF GENERAL AND ADMINISTRATIVE INDIRECT COSTS AT

IT.

I1T.

IVv.

SELECTED COLLEGES AND UNIVERSITIES (A-01-91-04008)

The ASMB work with OMB to further modernize A-21 by
including provisions to: (1) make all trustee
related expenses unallowable; (2) provide examples
of unallowable miscellaneous expenses; (3) include
the same definitions of allowable and allocable
costs as the Federal Acquisition Regulation; and

(4) clarify when costs are necessary for the overall
operation of the institution and when they benefit
organized research.

The ASMB work with OMB to further modernize A-21 by
including provisions to: (1) clarify when
recreational activities become unallowable
entertainment; (2) include a comprehensive list of
other institutional activities and student
activities which are considered to be unallowable:
and (3) specify that unallowable fines and penalties
include interest on such.

The ASMB continue to work closely with the schools
to provide assistance whenever possible regarding
the clarification and the implementation of A-21.

The ASMB appropriately implement the 26 percent cap
on administrative costs and adjust the previously
negotiated indirect cost rates for the schools and
calculate a refund as appropriate under A-21.



