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Mr. Chairmsan and Members of the Subcommittee:

We ars pleased to be here today to discuss our ongoing worKk
looking at how indirect cost, or "overhead” as it is commonly
known, is charged to federally sponsored research at universities.
So far, our work has been limited to Stanford.

The federal government sincs World War II has been the key
supporter Of research activities at universities, and its
involvement has been generally viewed as beneficial to the
- university community a&s well as to the nation as a whole. Of the
369 billion in planned spending for federal research and
development (R&D) in fiscal year 1951, it is estimated that about
$9.2 billion-—or over 13 percent of all federal ReD funding--will
be spent on research activities at U.S. colleges and universi:ies.
Despite the positive benefits and the generally good relationships
that have developed over the years between the government and the
university community, there have been some arsas of tension and
concern, particularly over rising charges for indirect costs.

At Stanford, we have been looking at the kinds of expenditures
included in various indirect cost pools and how indirect costs are

allocated to federal grants and contracts through application of an
indirect cost rate. (See attachment I for a more detailed

description of how costs are allocated to federal research.) Our

focus has been on selected accounts and transaction detail for

. ———

fiscal YQ‘! 19&6, the last year audited by the Defense Contract

Audit Agency (DCAA). Our purpose was to determine whether or not




costs are accumulated and allocated by Stanford in accordance with

the established Office of Management and Budget (OMB) guidelines.
RESULTS IN DRIEP

Overall, ws found that serious deficiencies in Stanford's cost
allocation and charging practices, combined with inadequate
oversight by the Office of Naval Ressarch (ONR) led to significant
overcharges to the government. We identified a variety of examples
of unallowable and inappropriate costs that Stanford included in
its various indirect cost pools ;ha:qod to federal researci in
1986. Although we reviewed only a smaill portiop of the many
transactions Stanford processes annually, the czaiplcs we found
show that the university did not exercise the degree of
responsibility one might reasonably have expected, as Stanford
officials themselves have r-cun:ly acknowledged.

The allocation process at Stanford is largely driven by about
90 active Mamorandums of Understanding (MOUs), some supported by
cost analysis studies or "special studies,” between the university
and ONR. Some of these MOUs allowed for significant increases in
the allocation of indirect costs to federal research without
adeguate support or review. OQur concerns coincide with findings of
the Inspector General of the Office of the Chief of Maval Research
who recsntly reportad, among other things, that a lack of audict
and legal review by ONR and DCAA Over these MOUs may have resul ted
in potentially significant overcharges to the govermment.

' As you know, a number of efforts are underway at Stanford to

resclve these concerns. In Decsmber, the Chief of Naval Research’




appointed a special team of senior legal and contract
aduinistration staff to review Stanford's accounting and charging
practices and to work closely with DCAA and other concerned
government agencies in completing audits and negotiations of
incurred costs at Stanford for fiscal years 1981 through 1989,
Stanford itself has recognized shortcomings in its accounting
system and has recently hired an independent public accounting firm
to assess its systems and procedures and appointed a special
advisory panel to review and advise on the implementation of
improvements identified.

BACRGROUND

Over the past 10 years, through fiscal year 1990, Stanford has
received about 35.8 billion in federal research contracts and
grants (excluding funds for the Stanford Linear Accelerater
Center)-=including about $605 million to cover indirect costs., To
fully appreciate the situation st Stanford, it is necessary to
understand the basis upon which university research is funded by
the government. Research entails both direct and indirect costs.
Direct costs are those that can be specifically identified with a
particular sponsored project, instructional activity, or other
institutional activity. PFor example, the direct costs of research
are items such as the salaries of the investigators, proijecte-
specific research equipment and saterials, and the like. On the
otner hand, indirect costs are those that cannot be identified with

- "‘:’52;§Iau1.x project or activity. Thase would include such costs

as utility expenses, depreciation of buildings, and general




university administration costs. The actual indirect cost rate
charged for research is roughly the total indirect costs allocated
to research, divided by total direct ressarch costs less certain
exclusions specified by OMB Circular A-z].

Over the years, a great deal of controvarsy has cesntered on
the indirect costs associated with federally sponsored research at
universities. This is due, in part, to the difficulty in
dotirnining what costs should be assigned to research, particularly
in a university setting where education and research are sc closely
intertwined and, in part, to the question of how much of the .
indirect costs should be borne by the government. Until 1966,
2.602;1 reimbursement of indirect costs was limited to 20 percent
of direct costs. At that time, the limit was removed and by 19990,
the average indirect cost rate charged by universities had risen %o
about 50 percsnt.

Stanford's indirect cost rate has been consistently among the
highest of any university in the country. 1Its rates rose trgu 58
percent in-tiscal year 1980 to 74 percent in fiscal year 1990«-
which means that for every $100,000 awarded to cover the direct
costs of a research project, another $74,000 is added on for
indirect costs. Por fiscal year 1991, Stanford originally asked
for a rate of 78 percent. However, on the basis of questions
raised by a number of investigations currently ongoing at Stanford,

including GAO's, ONR set a provisional rate! of 72 percent in

Iprovisional rates are negotiated at Stanford for forward pricing
or billing purposas subject to later adjustment based on audits of
actual incurred costs.




December 1990. This past Pebruary, that rats was further reducsd
to 70 percent. . .

OMB Circular A-21 establishes the principles for detsraining
costs applicable to grants and contracts with educational
institutions. It defines allowable and unallowable costs and
discusses indirect cost pools that should be established for
accumulating and alloentinglsuch COSts tO research projects. The
tests for allowability resquire that costs be (1) reasonable, (2)
allocable %o research projects under the A-21 principles and
methods, (3) consiatnptly applied, and (4) in conformance with any
limitations or exclusions established by the circular or by
individually sponsored agresements as to types Or amounts of costs.
A-21's definition of ®"reasonableness® includes determining whether
or not the cost is of a type generally recognized as necessary for
the operation of the institution, and whether or not individuals
responsible for incurring those costs acted with due prudencs in
the circumstances, considering their responsibilities to the
institution, the government, and the public at large.

A=21 also allows universities to perform special studies zo
justify alternatives to the standard A-21 allocation methodologies.
A=21 stipulates that such studies, among other things, (1) must be
appropriatsly documented, (2) must distribute costs to the related
cost objectives in accordance with the relative benefits derived,

(3) must be statistically sound, and (4) must be reviewed at least
every 2 years and updated, if necessary. Stanford currently has

four such special studies in place.




EXAMPLES OF UNALLOWABLE AND QUESTIONABLE
COSTS CHARGED TO FEDERAL RESEARCH

¥e identified 2 number of instances in which costs that are

unallowvable hadcr A=21 were included in various cost pools, a

portion of which was charged to federal research. 1In addition, we

identified other costs which were inappropriate for ch¢r§inq to the
government. In the limited time since we started our work, we
identified over $3.6 million in Jnallowable or inappropriate
charges, almost $1 million of which was erronecusly charged to the
governaent. These include:

- Depreciation costs totaling over $400,000, of which about
$184,000 was charged to the government, for various items of
athletic department equipment, including several racing sculls
and, primarily, the yvacht Viceoria.

- Salaries and related administrative expenses, totaling over
$700,000, associated with a shopping center owned and cperated
by the university, over $185,000 of which was charged to
federal researzch. .

In both of these cases, the cogts are clearly unallowable as they

directly relate to university auxiliary activities and do not

benefit research. 1In addition, we found a number of other

instances of improper charges which are described in attachment II.
Other items we identified as inappropriate for federal

reimbursement included charges for cedar closet liners and

cabinets, floral arrangements, sterling silverware and other silver

items for the President's House, also known as the Hoover House.




Stanford anncunced in mid=-January of this year that it would be
vithdrawving all the general expenses of the Hoover House, as well
two other university-owned residences: the Hanna House (the
Provost's residence), and the Lake House (the residence of the
vtco-rt6sidcnt for Public Affairs). This withdrawal of costs
included over $2.2 million charged to the G&A pool from fiscal
years 1981 through 1988, of which the government paid over
$520,000.

These overcharges resulted because Stanford officials d;d not
carry out their roles and responsibilities in a manner to assure
only proper costs were passed on to the government. In this
regard, the controller's office either did not review, inadequately
reviewed or otherwise allowed unallowable costs to be charged
improperly to the government. Also, the accounting controls over
indirect cost charges related to federally funded research at
Stanford are clearly deficient.

QUESTIONS INVOLVING STANPCRD'S ALLOCATION
OF CDSTS TO FEDERAL RESEARCH

While a selective review of individual transactions can be

revealing, it is the allocation process that has the gresatest

potential for significant overcharges to federal research since it

affects all indirect costs. At Stanford, the allocation process is
largely driven by various MOUs and special studies, accepted in

past years by ONR. Despite the implications these agreements have

for higher cost allocations to federal research, however, they have




not been subjected to either audit or legal reviews by the
government as required by ONR regulations.

We analyzed several key MOUs and special studies that affect
cost allocations. We found that some of them include guesticnable
assumptions, do not provide idcquat. justifications for the
allocation methodologies used, as required by A-21, and generally
result in higher allocations of costs to organized ressarch than
the standard A-21, or so-called "default methed,” allows. The
Department of Health and Human Services (BHS) and DCAA have
recently recommended to bun that all the MOUs at Stanford be
terainated, which the Chief of Naval Research said will be decided
by April 1.

The potential cost impact to the govermment resulting from
ysing the MOUs at Stanford can be illustrated by the MOUS regarding
Stanford's methods of calculating and allocating depreciation. Por
example, based on an MOU proposed by Stanford and accspted by ONR,
Stanford uses an accelerated method of depreciation for buildings
and improvements rather than the A-21 prescribed straight-line
method, even though it has not provided adequate justification for
doing so. ONR has now recognized this shortcoming and just
recently notified Stanford that it could not continue to use this
method without justifying it, even though Stanford had been using
it, with ONR's approval, as far back as 1961. By using the
acceleratad method, Stanford was able to recover $2.3 million more
from the government in depreciation in 1986 than would have been

allowed under the straight-line method.




In another eximple, ONR agreed to allow Stanford to include in
its indirect cost pools the direct costs of certain nongovernment
grants and contracts that benefit certain general purpose functions
such as the libraries. However, A-21 specifies that the
deternining factor in discinguishing direct from indirect costs is
the ability to identify the costs with a sponscored project, not by
the nature of the goods and services involved. By charging the
sxpenses under these grants and'cantracts to indirect cost pools,
Stanford receives full reimbursement under its grants or contraces
from non-government sources and additional reimbursesment froa the
government through the indirect cost recovery process. Additional
examples of other allocation ptoblcil can be found in attachment
I1I.

Special Studies

In addition to the above, Stanford has conducted four special
studies in other cost itoas to justify using alternatives to the
A=21 default methods for allocating costs. Stanford used these
studies as the basis for various other MOUs, accepted in past vears
by ONR, affacting cost allocations o federal research. The two
studies we reviewed t6 date-—-the library study and the utility
study-—do not confora with A-21 criteria, and thus do not provide
Stanford with a valid basis for allocating costs other than by the
default method.

Library Study
Stanford's library study is a case in point. Among other

things, A~21 specifies tnat special studies must allocate costs on




the basis of relative benefits derived. However, Stanford
allocates most library costs on the basis of "cause and effect”,
For example, they allocate tachnical processing costs, which
include the costs of the books and preparing the books for use, o
all library users sxzcept non-Stanford users because they maintain
they initially incux the cousts for Stantorg users only. However,
non-Stanford users clearly benefit from the purchase of the books,
and thersfores should ba allocated a portion of these costs. Since
costs associatea with all users except non-Stanford users are
alloci:od to research, the government pays a higher portion of the
library costs than are justified.

To illustrate the potential effect of using the library
study, in fiscal yiat 1988 Stanford allocated library costs of
$12.5 million to arganized research using the sethod contained in
the special study. According to Stanford's calculations, under the
default method, only $5.2 million would have gone to organized
research, a difference of orer 37 millioen.

Although ONR announced just last month that it was rejecting
the study, the same study has been used, with ONR's approval, for
allocating library costs since 1981. Had ONR subjected the study
to audit and legal review before approving it, the indirect costs
charged to the qovo:nnoht might have been lower.

gtility Study

Another special study taat has significant impact on how
costs at Stanford are allocated to federal research is the utility

study. This study, used to allocate the costs of electricity,
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natural gas, steam, and chilled watsr, and the maintenance costs of
each utility system, was conducted for Stanford by an outside
consultant in 1981 with major revisions in 1982. 1In our opinion,
the utility study also does not comply with A-21 criteria, among
other things because it is not “statistically sound." Stanford's
study includod a selection of 10 buildings that were predominantly
used for research, out of 18 buildings that happened to have
utility meters, and then projected the results o ali 660 byildings
on campus, to allocate utility costs that, in 1986, totalled over
$15 million., While the definition of “"statistically sound" may be
open to interpretation, we do not believe that 10 out of 660 is a
‘statistically sound sample, and particularly since utility usage
varies greatly by building, depencding upon such factors as age,
condition, type of construction, type of heating system, and 3o
forth,

Although Stanford officials stated that an ONR engineer agreed
that the sasple buildings wers representative of the buildings on
campus, our discussion with him revealed thst he was primarily
concerned with ensuring that research space was adequately
tepresented in the sample. However, since, based on the study,
utility costs are allocated to research in proportion to
allocations to other cost objectives, such as instruction, he
should have also ensured that non;rnsca:ch space was adequately
represented as well. _

Similar to the library study, ONR has also recently rejected

the utility study until and unless Stanford can provide

"




appropriate justificatic for its use, even though the study has
been in use, with ONR's approval, since 1981.

Por fiscal year 1988, $8.8 million in utility costs wers
allocated to organized research. According to Stanford's
calculations, utility costs allocated to organized research under
the default method would have been approximately $4.7 aillion, a

decrease of $4.1 million for that year,

These allocation examples demonstrate that both Stanford and
ONR tailpd in their responsibilities to protect the proper use of
government funds. While Stanford has not desonstrated that their
allocation msethods are justified, OMR has all>wed the university to
use such methods for many years without challenge. Had ONR
adequately reviewed and challenged these studies when originally
proposed, Stanford would have had to aither follow the default
aethods prescribed by A-211 or conducted proper studies %o justify
any amount scre than the default methods allow,
OWGOIRG EFPFORTS AT STANFCRD

As a result of all the attention focused on Stanford in recentc
months, several other inquiries have been launched into various
aspects of Stanford's indirect cost recovery practices. One of the
first reviews, conducted by the Inapector General (IG) of the
Office of the Chief of Naval Research, was concluded last menth,
While the IG a.d not examine Stanford's accounting practices,

internal controls, or expense vouchers, he did find significant
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shortcomings in the ONR's administrative practices at Stanford.
Among other things, he found that ONR
- did not obtain a formal audit or legal review of any of the

MOUs or special studies agreed to by ONR betwsen 1980 and

1989,
== did not properly review the special studies every 2 years as

required by A-21: and
— improperly excluded HHS from participating in past

negotiations, rather than including it as required by OMB

Circular A~-88.

lhiic the IG concluded that a ONR representative'’'s such
publicized estimate of $200 million in overcharges vas judqlintal
and speculative in natures, he also stated that there appesars to be
scme validity to the :cpiascncativo's concerns that the government
has overpaid Stanford for indirect cost from 1980 to 1989. We
believe the examples we have provided today lend further credence
to the validity of those concerns. Portunately, there is now a
process in place to deal with thea.

AS you know, in December, the Chief of Naval Research,
established a Spcciai University Team, composed of senior ONR
headquarters and field staff, to do a number of things. The team
is to work closely with DCAA and repressentatives f{rom other
affected agencies to audit incurred costs for 1981 through 1989,
More importantly, it will review all MOUs affecting the allocation
of costs to the government. That process is continuing. OCAA is

supporting that effort and, in response to a request from this

13




Subcommittee, is also intensifying its tests of individual
transactions and vouchers.

In addition, Stanford itself has recognized shortcomings in
its accounting systes and in January announced a three~-step
approach to deal with these issues. The first step was %0
withdraw all GaA costs involving the HOoOver House, Eanna House, and
the Lake House, wvhich I mentioned earlier. The second step was to
hire a public accounting firm to independently assess Stanford's
systems and procedures and to recommend appropriate improvements.
The third step was to appoint a special advisory panel to review
and advise on the implementation of improvements recommended in
Stanford's accounting system and other lnttcia related to
accountability for federally sponsored research.

We believe the initiatives that are being taken, both by the
government and Stanford, are positive and appropriate steps that
must be taken to bring the problems identified under control. We
would be plaased to work with these entities to assist in resclving
the problems at Stanford. However, we believe w-‘nov need to look
beyond Stanford to determine whether the problems idencified at
stanford also exist at other universities and, if so, what can and
should be done to protect the government's interest. Among cother
things, such a determination may call for changes to OMB Circular
A-27 that might be need and an examination of the government's
approach for reimbursing indirect costs at universities.

This concludes ay statement, Mr. Chairman. I would be glad

to answer any questions.
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Indirect costs~-such as administrative axpensas, utility and
maintanances expanses, and depreciation-—are costs that are not
readily and specifically identifiable with a particular sponscred

project, an instructional activity, or any other institutional
activity. These indirect costs are distributed among various
direct cost cbjectives, such as instruction and “organized®™ or
sponsored rasoareh (which at. Stanford is prisarily federal
rassarch but also includes non-federal research), and other
institutional activities which ftpros-nt the najor~tunction: of the
university.

At universities, such common costs are normally accumulatad .n
saven indirect cost catagories, or "pools,” including

== depreciation and use allowancas,

- opcratien'and maintsnance expensas,

-- general administration and genaral expenses,

- d-partﬁnntal administration expenses,

-~ sponscored projects administration expenses,

-= gstudent servicas administration expenses, and

4- library expenses.

Some of the indirect cost pools are further broken deown into
several cost groups within that pool. Before indirect costs are
assigned to a pirticular cost pool or cost group, howaver, they

15




ATTACHMENT I ATTACHMENT I
must first be ravieved to detarmine if some or all of the costs
might be unallowable under A=21l1 criteria. Such costs ars to bs
ramoved from the accounts so that only the allowable costs in each
account are to be charged to each pool. Thae allowable costs are
then assigned ﬁo the appropriata indirect cost pool for allocaticn
to cost objectives, such as organized research, on the basis of
formulas that are consistent with the benefits received or other
equitable relationships. The basis for allocating each pool varies
byt is generally based on what are known as "modified total direct
costs”" (MIDC) for each cost cbjective to which costs are to be.
allocated.? Por scme pools, other bases are used, depending on
vhat A-21 requires or vﬁnt the university determines to be a fair
basis for allocation. Thus a portion of each pool is allocated =
each cost ohjective, as appropriate, including to organized
ressarch. )

Aftar all costs have been allocatsd to the reslevant cost
objectives, the total casts_a;lccae-d £o organized research are
usad tec determine the indirect cost rats. The actual rate is
roughly the total indirect costs allocated to organized research
divided by the MTDC base for organized research. The total cost
allocatad to organized research times the federal participation

2wtpes include salaries and vages, fringe benefits, materials and
supplies, servicas, travel, and the amount of any subgrants and
subcontracts up to $25,000 each. MTDC specifically excludes, among
othar things, purchased equipment and the amount of subgrants and
subcontracts over $25,000 each.

16




ATTACHMENT I ATTACHMENT !
rate in organized ressarch, squals the total indirect costs to be
paid for by the govermment for fedarally sponsored research.

17




ATTACHMENT II ATTACHMENT

(5]
[R]

EXAMPLES Or UNALLOWABLE COSTS CHARGED
BX_STANFORD 1O FEDERAL RESEARCH

Our examination of selectsd accounts and transaction detail

identified the following instances in which costs vere arrcnecusly
charged to the govermment:

Athlatic Equipment. Stanford erronecusly charged $184,286 in
depreciation costs to the govermment from 1981 to 1988 for
numercus items of athlatic department equipment, including
outboard motors, racing sculls and, primarily, the 72-foot
yacht, Zictoria. Stanford officials initially assured us that
none of the costs for their sailing program or the yacht were
charged to the government. However, when we resquested
documentation for the actual yacht purchase, they discovered
that depreciation costs for thea vacht, as well as for the
other equipment, had errcnecusly been included in the
squipment d.pfncia:ion pPocl charged to federal research.
Th.scvcnargcs had been occurring for at least 1 years, and
while the costs did not become significant until the Vigtsraa
was purchased, cartainly there was a breakdown in accounting
and internal controls that alloved these charges to continue
undetscted for so long.

The Yictoria was actually purchased in fiscal year 1988 under
what Stanford cofficials call their "boat donation program.™

18




ATTACHMENT II ' ATTACHMENT IZ
Under this program, Stanford pays a price wall below market
and the sallar “"donates” the remaining value. The university
paid only $100,000 for the Yictoria, which was appraised at
$1.2 million. Since the yacht wvas recorded at its appraised
value, Stanford had alrsady rscorded depreciation of $5120,000
the year it wvas purchased, of vhich ‘the governmant paid about
$50,000, despite the fact that it paid only $100,000 for tha
boat itsalf. The bcat nhas been on the sales markat for many
moriths, currently at a prics of $47%,000.

-= Shopping Cantar Adminisgration. The Stanford Shopping Center

" is an open air mall with saveral flagship department stores.
It is owned and cperated by the university, and thus Stanta;d
pays for the administration of the cantar including
administrative salaries and related expenses. These expenses
vare properly elininated from the Ganeral and Administrative
(G&A) cost pool in fiscal year 1985, but errcnecusly remained
in the pool in fiscal years 1986 and 1987. Although the
expenses were properly eliminated in fiscal year 1988, the
university never corrected the 1986 and 1987 charges. As a
rasult, a total of $707,737 in shopping center costs was added
to the G&A pool for those years, of which the government paid
$183%,872. While such errors highlight a breakdown in
accounting control, of gresater concern is the failure on
Stanford's part to correct these earliar years once the error

vas discovered. Stanford officials agres that these charges
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ATTACHMENT IX . : ATTACHMENT I1
wers erronecusly left in the G&A pools in 1986 and 1987 andg
have agresed to maka adqutaont to the govermmant. Howvevar,
they wars unable to explain why corrections weras not made to
those years oncs the error was discovered in 1988.

-= Pubhlic Relations. OMB Circular A-21 specifically disallows
costs incurred for public relations activities, yet Stanford
included $7,198 in the G&A pool for producing the Sommupnisy
Baport, a semi-annual booklet that was sent to homes in
neardby communities to promote university activities. The
university alse charged $2,154 in travel axpenses for a member
of Stanford's Public Affairs offics who went to Paris for an -
alumni confarsnca on “public rslations, prass coverags and
news coverage."” In additiocn to disallowing public relaticns
costs, A~21 alsc disallows alumni activities and specifies
that foreign travel costs for any purpose are allowable only
vhen the t—avel has received specific prior approval, which
Stanford did not reguest ﬁor obtain from the cognizant agency.
Although this example vioclated several A-21 provisions, the
item remained in the G&A pool. For these two items, the
government paid $2,449. Stanford officials agreed these itens
should have been eliminated from the G&A pool.

-=  Advertising Costs. A-21 spacifically states that the only
advertising costs allowed are those necsssary to neet the
raquirenents of a sponsorsd agreement, such as recruiting

personnel, procuring goods and services, and disposing of
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ATTACHMENT II ' ATTACHMENT II

surplus matsrials. We determined that Stanford included
$2,733 in the G&A pool for advertisements to promota student
attandances at the summer sassion. ‘Tho university also spent
$2,274 for numercus advertisements on career week for students
and career placemant cffice services, and $905 to advartise
positions for operating an investaent fund, both of which were
charged to the Student Services pool. Not only is such
advertising prohibited, but A-21 alsc specifically disallcows
any costs of investment counsel and staff and similar expenses
incurred for investhents. For these items, the government
paid $1,296. Stanford officials agreed that all three charges
wers improper.

Entertainment Costs. Stanford and ONR worked out an MOU in
1979 that allows Stanford to deduct a flat 20 percent of all
subsistance costs in the G&A and Departmantal Administration
pools. The 20-percant deduction represants unalliowvables
entartainment chargaes, which eliminates the need to track and
eliminate specific charges. However, we identified several
examples in which subsistance costs were not charged to
subsistencs accounts and thus vers not rsduced by 20 parcent.
For example, Stanford charged over $2,000 for alcoholic
beverages for the Lake House (the university-owned rasidencs
of the Vice President of Public Affairs) which wers not
charged to subsistances, resulting in the total costs staying
in the G&A pcol. In addition, we found costs for an office
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ATTACHMENT II ATTACHMENT II
picnic, a shower, and a party that likewiss wers not charged
to subsistanca and thersfors, ware included in full in the Gé&A
poocl. Had these been properly recorded, an additicnal 5480
would have been eliminated from the G&A pool. Stanford
officials disagreed that the costs for the picnic, showver, and
party mantioned above vwers unallowable entartainment.

Instead, they believed they wers allowable eamployee morale,
health and welfare costs under A-21. However, they agreed
chat all of the above itams should have been charged to

subsistence, and thus they should have deducted 20 percent.

-~ Pundraising Activitieg. A-21 states that costs of organized
fund raising, including financial campaigns, endowment drives.
solici®ation of gifts gnd bequeasts, and similar expenses
incurred solely to raise capital or cobtain contributions are
unallowable. However, charges to the G&A peol included $2,01:
for a donor recognition lﬁnchccn at the Prassident's house, an:
$1,228 to the library pool for a staff member to traval to
meetings with potoﬁfial corporate donors. Stanford agreed
these charges, for which the government paid $834, should na.-=

besn sliminated.

In addition, we raviewed various fundraising transacticns
included in 0ffice of Developmant accounts, including
thousands of dollars in expenses incurred for various fund-

raising dinners, travel costs for visiting prospective denors
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ATTACHMENT II ATTACHMENT II
and publication costs for various fund-raising booklets.
While Stanford excluded varicus parcentages from these
accounts to reprssent unallowvable costs, ve found thay did not
have adequats documentation to support their calculations.
For example, Stanford excluded 82 parcent of the Offics of
Developmant'’'s School Support account from the G&A pocl as
unallowable costs. However, the university has not been able
to substantiate which specific costs were taken out and which
costs wers left in: thus, whether the 18 percent of costs,
which totalled $328,3%54, that remained in the pool was
allovable is unknown. In addition, another ona of the Qffice
of Development's accounts specified for elimination in full
from the G&A pool was onl& 82 percent eliminated. The
ramaining 18 percent, equating to $10,9%00, erronecusly
remained in tha pool. As a result, the govermment paid an
additicnal $2,851 for :hi; account.

-  Student Activities, Wnile A=21 allows certain student
services, such as admissions, r-gistrar; counsaling, and
placement activities, to be charged to the student sarvices
cost pool, it specifically disallows intramural activities,
student publications, student c¢lubs, and other student
activities. Hovever, wve discoversd that Stanford charged to
the pool the full costs of saveral student activity-related
accounts, such as the Pratarnity Task Forcs, totalling
$68,324, of wvhich the govermment paid $12,489.
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We also reviewed several transactions in other student
searvicass accounts such as "freshsan orientation.”™ Ve
identified costs of $589 for movie rentals, $875 for two hands
for a student dance and a performancs, 51,740 for soft drinks
and rental of several sound systams, and $2,310 to rent vans
for hauling student luggage. In other accounts, we alsc found
such charges as $2,350 for airport shut«les, $9200 for a
chartarsd tour of San Francisco and a "beach trip," and

$2,538 f£2% furniture for student clubs. As a rssult of these

‘'charges, the government pli& $2,072.

Stanford officials disagreed that the orientation accounts
mentioned abovs are unallowable. They stated that their
student orientation costs are part of a program to orient
students to the campus and improve their rstantion. However,
ve believe the examples cited are not appropriates charges %o
the government.

Qther Costs. In reviewing the Operations and Maintenance
pPool, we came across some costs that Jc not appear allocable
and should have been disallowed from the pocl. For example,
ve discovered that the Q&M costs of the Chancellor's
residence~~a residence not owned by the university--are still
being charged toc the pool even though the—-Chaneellow retired- — -
in 1968 and died in 1985. From 1986 to 1990, these costs
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amounted to $218,230, of wvhich the govarnment paid about
8$63,931. Because the ressidence no longer serves in an
official cmpacity, does not benefit ressarch, and is not
necessary for the operation of the university, none of the
costs should be allocated to rssearch. Stanford officials
statad they believe such costs are appropriats, sincs the
agreanent was entered into while the chancellor was alive and

thus rspresents an employee benefit.
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EXAMPLES. CONCERNING STANFORD'S
ALLOCATION OF CUSTS IO FEDEBAL RESEARCH

Additional allocation problems we found vhich resulted in

higher allocations of costs o0 organized rssearch than the defaul:
mathod, yet without adequats justification include:

Speration and Maintepancs (QO&M) Costs. Stanford conducts an

annual spacs inventory to deteraine the functional use of
each room in each building. It then categcorizes all space =n
campus as either academic spacs or auxiliary space. Acadenmic
space is that usad for academic functions such as
instruction, research, libraries, etc. Auxiliary spacs is
space usad for nonacadenmic, or auxil;ary, functions such as
focd and housing facilities, the bookstore, and the student
union. Some O&GM costs, such as general campus O&M costs, ara
allocated to academic spacs only. While Stanford, on the
basis of an MOU accepted by ONR, excludes costs associated
with auxiliary functions from the allocations and charges zher-
directly to the auxiliaries, we found that they narrowly
define cosis associated with the auxiliaries and thus
alininats relativel fewv costs. PFor example, Stanford has
numercus roads that run throughout the campus. In allocating
the costs associated with maintaining these roads, only those
costs rslating to thg_;tlativnly few roads that run directly

—— e ———

in front of or to an auxiliary function, such as a dnrﬁ, are
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charged to the auxiliaries. The vast majority of rcads that
serve the entire campus are assigned only to the acadanmic
space, vwhich thareby results in a higher allocation of costs
to organized ressarch. In 1986, $4 million in general campus
O&N costs were allocated to organized research, of which the
government paid $3.4 millioen.

-=- Capital Imorovement Depraciation. Stanford also uses the

space inventory to allocate depraciation costs of capital
improvements, such as cutdoor lighting, parking lots, and
general campus landscaping. In 1986, such charges to
organized research totalled over $700,000. A~2l requires that
such costs be allocated ;o user catsgories of students and
anplovees on a full-time equivalent basis, with a furcher
allocation based on the proportion of salaries and wages of
eEployees in the various functions. Stanford, however, has an
MOU, accapted by ONR, which allows it to allocate these costs
to academic space on the basis of the spacs inventory withous
adequate justification. As a result, because a portion cf
these costs are allocated only to the academic functions, a
higher share of tham is deing allocatsd to organized ressarc:.

thus to the government.
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QAIECIIVES. SCOPE. AND METHOROLQGY

Our reviewv wvas performed in responss to a September 7, 1990,
request from the Subcommittes on Oversight and Investigations,
House Committes on Energy and Commercs, to examine how universities
charge and allocate indirect costs to federally sponsorsd research
grants and contracts. At their request, we began our work at
Stanford University. oOur objectives included determining the types
of costs that go into the indirect cost pcools and examining )

‘Stanzo:d's‘a-thods of allocating these cost pools to organized
research to assess hov the indirect cost rates are deterzined. In
doing so, ve ilsn sought to detaraine vhether adequats intermnal

-

controls were in place to ensure that cnly appropriate costs ars
charged and allocated to the govermmant. We alsco looked at the
oversight provided by the 0ffice of Navali Research (ONR), the
‘coghizant agency responsible for negotiating the indirect cost
rates with Stanford.

To accomplish our objectives, we met with Stanford officials
tc cbtain an ynderstanding of their accounting and allocation
systams. We also met with ONR and Defense Contract Audit Agency
(DCAA) officials to obtain their input on Stanford's procadures
and to determine their roles in the audit and negotiation procass.
We met with Office of Management and Budget (OMB) officials to

obtain addi:innal_haqu:nund.ande.::p.:;;v. on the inTent and
substance of A-21 and other criteria. Ve also met with officials
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at the Departaent of Health and Human Services (HHS), which is the
cognizant agency responsible for negotiating indirect cost rates at
most of the colleges and universities in the country, and with
officials from the Association of Amsrican Universities (AAU),
which issued a 1988 report on its evaluation of the A-21 indirect
cost system, toO obtain additional brckground on the history of
federally sponscred research at universities, and to obtain a
perspective on the indirect cost processes at other universities.
As negotiations with Stanford are still open for fiscal years
1922 to the present, ve focused our reviev on fiscal year 1986,
the last year audited by DCAA, in order to taks advantage of
DCAA'; experience and findings. Where prublems in specific areas
were found, we also reviewed those areas in the other years as
well. We judgmentally selected for review 74 accounts from four ¢f
the indirect cost pools on the basis of the matariality of the
accounts or because, based upon A-21 critaria, such accounts
appeared wvarrantsd ‘to review. From thesse accounts, we selected and
revieved 219 transactions in light of A-21 requirsments,
supplerented by discussions with Stanford officials on each item.
As the costs charged to the various direct cost cbjectives,
including organized ressarch, are influenced mors by the methods
of allocation than by individual transactions, ve also reviewved
Stanford's allocation msthodologies for charging costs to
organized research, placing particular emphasis on the depreciation
and operations and mainteanance (0O&M) cost poeis. As the

29




ATTACHMENT IV ATTACHMENT IV
allocations are heavily influenced by Stanford's 90 MOUs and
special studies, ve reviswed the current special studies and
salected MOUs against A-21 requirsments in conjunction with our
reviewv of the cost pools. We also reviewed Stanford's compliance
with these MOUs and special studies.

We have also considersd the results and implications of other
inquiries at Stanford, including the recently released report by
the Inspector General of the Q0ffice of the Chief of Naval
Research. We met with the Chief of Naval Research and with the ONR
special tsam to detarmine the status of their ongoing wvork at
Stanford. We met with DCAA officials to determine the status and
approach of their audits at Stanford as vell as presliminary
results. We also discussed with Stanford officials the status of

the review initiated by Stanforgd wﬁicb is being conducted by a
public accounting firm. ‘
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