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I am pleased to present the U.S. Nuclear Regulatory Commission’s financial statements for FY 2002, an 
integral part of the agency’s FY 2002 Performance and Accountability Report. Our independent auditor has
rendered an unqualified opinion on our financial statements for the ninth consecutive year. This opinion
attests to the fact that NRC’s financial statements are fairly presented, and demonstrates discipline and
accountability in the execution of our responsibilities as stewards of the American taxpayers’ dollars.

I note with great pride, the NRC’s receipt of the Association of Government Accountants’ Certificate of Excellence
in Accountability Reporting for its FY 2001 Performance and Accountability Report. This award recognizes out-
standing reporting and is one of the highest forms of recognition for Federal performance and financial reporting. 

During FY 2002, we continued to improve our capability to provide timely, accurate, and useful financial
information. This included successfully implementing three new financial management systems. Cross-
servicing of the agency’s core accounting system was transferred to a new service provider resulting in reduced
costs, more timely information, and resolution of a substantial non-compliance with the Federal Financial
Management Improvement Act. We also implemented an integrated human resources, payroll, and time and
labor system. This system provides us with a single-input vehicle for time, attendance, and labor reporting. 
It also resolved a material internal control weakness and substantial non-compliance with the Federal Financial
Management Improvement Act. The third system implemented was a managerial cost accounting system that
provides agency managers with cost information. We plan to resolve the material weakness identified by the
auditors in the cost accounting system during FY 2004.

As of September 30, 2002, the financial condition of the NRC is sound. We continued to control our funds to
ensure our budget authority was not exceeded. We successfully collected approximately $476 million in fees
paid by NRC licensees, or approximately 99 percent of the agency’s budget that is subject to fees. Our year-end
delinquent debt was only $2 million or less than one-half of one percent of the fees collected. Payments to com-
mercial vendors subject to the Prompt Payment Act were 87 percent on-time, and 99 percent of payments were
made electronically. Improper payments were limited to less than one-half of one percent of payments made.

The NRC is committed to effective and efficient management of its resources, implementing the President’s
Management Agenda, and meeting future challenges. Our goals and strategies for improving financial 
management are centered on maintaining unqualified audit opinions, eliminating material internal control
weaknesses, meeting new and accelerated reporting requirements, and implementing E-Government initiatives.

Through the efforts and teamwork of program, financial management, and audit staff, we continue to be 
successful in achieving our goals and ensuring that our operations provide timely and reliable information that
is used to promote results, accountability, and efficiency. While we make progress, we are mindful of our support
role in getting an unqualified audit opinion on the Financial Report of the United States Government.

I anticipate another productive year in 2003 and look forward to reporting our successes next year.

Jesse L. Funches
January 21, 2003

A MESSAGE FROM THE CHIEF FINANCIAL OFFICER

CHAPTER 3:
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➤ NRC Inspection activities at the Peach Bottom Nuclear

Power Plant, Lancaster, Pennsylvania
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LIMITATIONS OF THE FINANCIAL STATEMENTS
The principal statements have been prepared to report the financial position and results of operations of the
NRC, pursuant to the requirements of the Chief Financial Officers Act of 1990 as amended by the
Government Management Reform Act of 1994. These statements have been prepared from the books  and
records of the NRC in accordance with the formats prescribed by the Office of Management and Budget.
However, these statements differ from the financial reports used to monitor and control budgetary resources
that are prepared from the same books and records. The principal statements should be read with the realiza-
tion that they are for a sovereign entity, liabilities not covered by budgetary resources cannot be liquidated
without the enactment of an appropriation and the payment of all liabilities other than for contracts can be
abrogated by the sovereign entity. Other limitations are included in the footnotes to the principal statements.

The NRC’s FY 2002 financial statements were audited by R. Navarro and Associates under contract to the
NRC’s Office of the Inspector General.



84

CHAPTER 3: AUDITORS’ REPORTS and Financial Statements



85



86

CHAPTER 3: AUDITORS’ REPORTS and Financial Statements



87



88

CHAPTER 3: AUDITORS’ REPORTS and Financial Statements

The accompanying notes to the principal statements are an integral part of this statement.
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REQUIRED SUPPLEMENTARY INFORMATION

SCHEDULE OF INTRAGOVERNMENTAL ASSETS AND LIABILITIES
(Dollars in Thousands)
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REQUIRED SUPPLEMENTARY INFORMATION

SCHEDULE OF BUDGETARY RESOURCES
(Dollars in Thousands)
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REPORT ON MANAGEMENT’S
ASSERTION ABOUT THE
EFFECTIVENESS OF INTERNAL
CONTROL

Chairman Richard A. Meserve
U.S. Nuclear Regulatory Commission
Rockville, Maryland

We have examined management’s assertion that the
U.S. Nuclear Regulatory Commission’s (NRC) sys-
tems of accounting and internal control in place as of
September 30, 2002, are in compliance with the
internal control objectives defined in Office of
Management and Budget (OMB) Bulletin No. 01-
02, Audit Requirements for Federal Financial
Statements. The Bulletin states that transactions
should be properly recorded, processed, and summa-
rized to enable the preparation of the principal state-
ments in accordance with Federal accounting stan-
dards, and assets are to be safeguarded against loss
from unauthorized acquisition, use, or disposal.
Management is responsible for maintaining effective
internal control over financial reporting.  Our
responsibility is to express an opinion on manage-
ment’s assertion based on our examination.

Our examination was made in accordance with the
attestation standards established by the American
Institute of Certified Public Accountants; the stan-
dards applicable to financial audits contained in
Government Auditing Standards, issued by the
Comptroller General of the United States; and,
OMB Bulletin No. 01-02. Accordingly, we consid-
ered NRC’s internal control over financial reporting
by obtaining an understanding of the agency’s inter-
nal controls, determining whether these internal con-
trols had been placed in operation, assessing control

risk, and performing tests of controls and other pro-
cedures as we considered necessary in the circum-
stances. We believe that our examination provides 
a reasonable basis for our opinion. Our examination
was of the internal control in place as of 
September 30, 2002.

Because of inherent limitations in internal control,
errors or fraud may occur and not be detected. Also,
projections of any evaluation of the internal control
over financial reporting to future periods are subject
to the risk that the internal control may become
inadequate due to changes in conditions, or that the
degree of compliance with the policies and proce-
dures may deteriorate.

In our opinion, management’s assertion that NRC’s
accounting systems and the internal controls in place
as of September 30, 2002, are in compliance with
the internal control objectives defined in OMB
Bulletin No. 01-02 is not fairly stated. Management
did not identify managerial cost accounting as a
material weakness.  

Our consideration of management’s assertion on
internal control over financial reporting would not
necessarily disclose all matters in the internal control
over financial reporting that might be reportable con-
ditions. Under standards issued by the American
Institute of Certified Public Accountants, reportable
conditions are matters coming to our attention relat-
ing to significant deficiencies in the design or opera-
tion of the internal controls that, in our judgment,
could adversely affect the agency’s ability to record,
process, summarize, and report financial data consis-
tent with the assertions made by management in the
financial statements. Material weaknesses are
reportable conditions in which the design or opera-
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tion of one or more of the internal control compo-
nents does not reduce to a relatively low level the risk
that misstatements in amounts that would be materi-
al in relation to the financial statements being audit-
ed may occur and not be detected within a timely
period by employees in the normal course of per-
forming their assigned functions.

We noted certain matters, discussed in the following
paragraphs involving the internal control and its
operation that we consider to be reportable condi-
tions. Managerial Cost Accounting is considered a
material weaknesses and a substantial non-compli-
ance with the Federal Financial Management
Improvement Act (FFMIA).

CURRENT YEAR COMMENTS
1.  Managerial Cost Accounting
During fiscal year (FY) 1998, we identified the lack
of compliance with the implementation of Statement
of Federal Financial Accounting Standards (SFFAS)
No. 4, Managerial Cost Accounting Concepts and
Standards. At that time, the NRC’s Chief Financial
Officer (CFO) responded to the condition by devel-
oping a remediation plan to implement cost account-
ing.  The plan contained milestones for developing a
cost accounting system. The remediation plan strate-
gy has changed to reflect tasks planned and accom-
plished. The most recent revision of the plan was
issued May 31, 2001.

During FY 2002, the agency made progress by 
issuing preliminary reports to managers, and by initi-
ating a dialogue with agency managers on the ade-
quacy and usefulness of the reports provided. In 
May 2002, the CFO asserted completion of the
remediation actions and implementation of a cost
accounting system.

Although the agency has made progress, the cost
accounting reporting system does not meet the
requirements of SFFAS No. 4. Furthermore, the sys-
tem does not contain fundamental management con-
trols as required by the Joint Financial Management
Improvement Program (JFMIP) guidelines (JFMIP
includes the requirements of OMB Circulars A-123,
A-127 and A-130) and GAO’s Standards for Internal
Control in the Federal Government.

SFFAS No. 4 Standards
The executive summary of SFFAS No. 4 discusses
three key elements to assist Federal managers in
implementing the standard and migrating to cost
management. Those elements include:

➤ A discussion of the purposes of cost accounting.

The purposes would generally drive the system’s

objectives and include using cost accounting for

budgeting and cost control, performance measure-

ment, setting fees, program evaluation, and mak-

ing economic choice decisions. 

➤ Five standards that form the framework against

which the system should be measured to ensure

that all aspects of the Federal Accounting

Standards Advisory Board’s (FASAB) guidance are

considered and incorporated.

➤ Cost accounting concepts provided by FASAB to

enable agencies to gain perspective on the relation-

ships among cost, financial, and budgetary data.

Our assessment of the cost accounting reporting sys-
tem focused on the adequacy of the reporting system
in meeting the five SFFAS No. 4 standards. The table
on the next page describes our assessment. 

REPORT ON MANAGEMENT’S ASSERTION
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STANDARD

(REFERENCES TO SFFAS NO. 4 IN ITALICS)

PRESENT SYSTEM DESIGN CONCLUSION

Requirement for Cost Accounting:  Agencies

should accumulate and report the costs of

their activities on a regular basis. The stan-

dard defines on a “regular basis” as contin-

uously, routinely and consistently for man-

agement information purposes. (Paragraph

68)

Reports are accumulated and provided to

managers. Reports were prepared for quar-

terly periods. FY 2002 was the first year of

implementation.

The NRC determined that quarterly reports

was an adequate reporting interval. Reports

to managers were issued approximately 60

days after each quarter’s end, thereby pre-

cluding managers from access to timely

information for decision-making.  Thus, the

standard was not met.

Responsibility Segments: Managerial cost

accounting should be performed to measure

and report the costs of each segment’s out-

puts. (Paragraphs 78 and 79)

Management defined responsibility seg-

ments as strategic arenas (SA).  NRC

defines outputs as planned accomplish-

ments (PA). PAs range from activities such

as managing diversity to license renewal

inspections.

NRC’s cost accounting was not designed to

link responsibility segments to measurable

costs of outputs.  Full cost is accumulated

at a SA rather than at the output (PA) level.

Full cost accumulation for outputs (PAs) is

not part of the current system’s cost assign-

ment design, thereby precluding compliance

with the standard.

Full Cost: Reporting entities should report

the full cost of outputs in general purpose

financial reports. (Paragraph 89)

Management did not develop or report the

full cost of outputs.  NRC defines outputs

as a PA, but accumulates full cost at the SA

level.

The system was not designed to assign and

distribute full costs to PAs  (i.e., NRC out-

puts). Full cost assignment is performed at

a higher level. Thus, the standard was not

met.

Inter-Entity Costs: Each entity should incor-

porate the full cost of goods and services it

receives from other entities. (Paragraphs

105 and 106)

The costs of programs operated jointly with

others are tracked in the general ledger and

not specifically in the cost accounting

system. 

The system does not address inter-entity

costs. Presently, inter-entity costs are identi-

fiable at the object class level in the gener-

al ledger’s source journals. However, inter-

entity costs are not a significant activity of

the agency. Thus, assessment of this stan-

dard was not necessary.

Costing Methodology: The full cost of

resources that directly or indirectly con-

tribute to the production of outputs should

be assigned through a cost assignment

methodology. (Paragraphs 116, 117, and

120)

Management uses a hybrid activity based

costing (ABC) approach, which includes allo-

cations of support costs.   Cost accumula-

tions and assignments are performed for

SAs.

The costing methodology used by the

agency is a hybrid between cause and

effect and ABC, which is acceptable.

However, the assignment of full costs is not

taken down to the output (i.e., PA) level.

Thus, the system design does not accumu-

late costs of production of outputs, thereby

precluding compliance with the standard.
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The reporting system did not comply with require-
ments 1, 2, 3, and 5 of SFFAS No. 4.

In addition, we assessed the extent of the reporting
system’s compliance with JFMIP’s requirements pre-
scribed in Managerial Cost Accounting System
Requirements, and the system’s management controls
as required by GAO’s Standards for Internal Control
in the Federal Government.

JFMIP Requirements
For FY 2002 the cost accounting reporting system
does not fully meet JFMIP guidelines, specifically
those related to information and functional require-
ments. For example, 1) the agency did not develop
information system controls to minimize manual or
ad hoc processes to gather and process files, and 2)
the agency did not develop system security, backup
or access controls.

The agency’s internal system accreditation process, as
performed by the Chief Information Officer (CIO),
identified 11 “priority” areas associated with the sys-
tem’s information system requirements. Of the 11
issues raised, three were considered “high priority”
since they directly impacted on business continuity,
security/access controls and documentation and test-
ing of the reporting system. Subsequent to year-end,
the agency initiated a project to address the three
high priority items. In addition, our review of system
documentation and observations of the reporting sys-
tem processing protocols disclosed that user manuals
do not reflect the procedures used to collect and
process information. As a result, the reporting system
is not in compliance with the JFMIP and the related
OMB financial system circulars previously cited.  

GAO Standards for Internal Control in the Federal
Government
Our assessment of the cost accounting system in
place during the year also considered the design and
implementation of sound management controls over
the system. We noted that fundamental general and
application controls over information processing
(previously discussed), audit trails, segregation of
duties, access restrictions, accuracy of system operat-
ing and user documentation were not in place. The
lack of these elements of internal control precludes
the agency from meeting the requirements of GAO’s
Standards for Internal Control in the Federal
Government. 

For example, the NRC’s cost accounting reporting
system does not have an audit trail to the Statement
of Net Cost. As presently designed, the system col-
lects information from the existing general ledger and
Human Resources Management System (HRMS),
where transactions are traceable to the agency’s stan-
dard general ledger structure. Once the information
is collected, the system performs the strategic arena
allocations. Strategic arenas are the NRC’s program
categories used for preparing the Statement of Net
Cost. Approximately 54.5% ($301 million) of the
NRC’s costs are subject to allocation.

As information moves through the system and is allo-
cated to offices and strategic arenas, the system does
not produce reports, matrices, or crosswalks to sup-
port the allocation process. There should be three
steps in this process. First, there should be linkage to
the legacy systems. Second, the system should pro-
duce reports, matrices, or crosswalks that show the
cost allocation. Third, the system should provide

REPORT ON MANAGEMENT’S ASSERTION
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reports showing fully allocated costs to the strategic
arena level. The system accomplishes the first and
third steps; however, there is no second step (audit
trail) to link the cost data to the final allocations in
the third step.  

GAO’s Standards for Internal Control in the Federal
Government, states, “Internal Control should pro-
vide reasonable assurance that the objectives of the
agency are being achieved in the following cate-
gories...reliability of financial reporting, including
reports on ...financial statements, and other reports
for internal and external use.” Thus, the lack of an
audit trail causes undue risk to the agency in demon-
strating the reliability of the Statement of Net Cost.

In summary, the agency has made great strides in
cost reporting. However, the management control
infrastructure necessary to ensure routine, reliable
and consistent cost information, as required by
accounting standards, JFMIP and OMB circulars was
not in place. Despite the reporting system’s deficien-
cies, we employed alternative audit procedures to ver-
ify the reasonableness of the allocations used to
derive the Statement of Net Cost.  

This issue results in a substantial non-compliance
with the Federal Financial Management
Improvement Act and a material weakness. 

RECOMMENDATION
1. The CFO should develop a remediation plan to

address design and infrastructure improvements
needed for the cost accounting system. The
CFO’s plan should include the basic areas of
emphasis which follow:

• Compliance with the SFFAS No. 4 - each of the
five standards should be reassessed separately
from both an internal information needs per-
spective (i.e. special purpose reports to man-
agers) and from a financial reporting perspective
(i.e. financial discipline necessary for the prepa-
ration of the Statement of Net Cost). These two
views may enable the CFO to improve compli-
ance with the standard and demonstrate respon-
siveness to managers’ decision-making needs and
improve financial reporting.

• JFMIP compliance - include an internal assess-
ment of JFMIP compliance. This internal assess-
ment should be performed by a team that was
not directly involved in the design or develop-
ment to provide the CFO an unbiased look at
the system’s compliance. The independent team
might also be well served to have a person from
OCIO to assess system limitations.

• Internal Control - this area of emphasis should
have a two-fold approach. First, the documenta-
tion related to operating and user manual should
be updated, other members of the OCFO staff
should be trained on the system’s use to serve as
backup for the existing personnel, and general
and application controls should be revisited for
completeness and operating efficiency. Second,
electronic tools, databases, reports, etc., should
be developed to provide an adequate audit trail
to the Statement of Net Cost.

CFO’s Comments
While the CFO agrees that more needs to be done to
achieve compliance with SFFAS No. 4, he continues
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to describe the efforts that have taken place to get the
agency to this point. The CFO agrees in part with
our comment and stated, “The OCFO will prepare a
remediation plan describing improvements that will
be made to the cost accounting system.  In develop-
ing the plan, we will look at SFFAS No. 4, JFMIP
and OMB financial system guidelines, and GAO
internal control standards. The remediation plan will
be completed by February 14, 2003.”

Auditors’ Position
We commend the CFO for proposing to develop
remediation actions to address the weaknesses
described in our comment regarding managerial cost
accounting. The remediation plan should clearly and
concisely address each remediation action to assure
that the path taken by the CFO to achieve compli-
ance with the standard, JFMIP system requirements,
and internal control standards are fully considered
and addressed. This condition is unresolved pending
development of a remediation plan that meets federal
accounting standards and systems requirements.

2.     External Reporting
OMB Bulletin No. 01-09, Form and Content of
Agency Financial Statements, requires the issuance of
interim financial statements.  Interim financial state-
ments were required for the six-month period ended
March 31, 2002.  The bulletin requires the submis-
sion of a Balance Sheet, Statement of Net Cost and
Statement of Budgetary Resources.  The bulletin
instructs reporting entities to ensure that information
in the financial statements is prepared in accordance
with Federal generally accepted accounting principles
(GAAP) and the requirements of the Bulletin, and
that the underlying records fully support the infor-

mation. OMB’s guidance also advises agency chief
financial officers to develop agency policy guidance
for the development of financial statements. 

The NRC complied with the delivery of financial
statements to OMB within the timeframe provided
in the bulletin.  Furthermore, the agency prepared a
more complete financial statement package than
required by adding the notes to the financial state-
ments.  However,  the agency did not have a CFO
and CIO accredited or approved financial system to
support the interim Statement of Net Cost; the
agency developed the interim financial statements
using cost accounting data from a developmental,
non-production database.  This approach to report-
ing does not meet the OMB’s requirements.  Interim
operational approval of the system was provided by
the CFO and CIO on September 27, 2002.

Our assessment of the reliability of the cost account-
ing data used prior to year-end noted the following
flaws impacting the reliability of the Statement of
Net Cost issued for March 31, 2002:

• Data validation procedures for system output
reports were not fully developed until 
June 2002.

• Data testing to determine whether system data
was valid and reliable was not initiated until
mid-July 2002.

In addition to the conditions previously discussed,
the general controls over the system were not ade-
quate for the fiscal year.  The interim operational
approval of the system identified “high” priorities

REPORT ON MANAGEMENT’S ASSERTION
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impacting data integrity and reliability.  Subsequent
to year-end, the agency began addressing the condi-
tions identified by the OCIO during the system
accreditation process.

RECOMMENDATION
2. The CFO should ensure that external reports of

the agency are prepared only from operational
and accredited systems and supported by com-
plete financial records.

CFO’s Comment
Agree.  The OCFO completed corrective actions on
the three high-priority issues and received the Chief
Information Officer’s final certification to operate the
cost accounting system on November 12, 2002.  A
documented audit trail for cost accounting system
reports will be completed by February 14, 2003.

Auditors’ Position
Although the CFO agrees with the comment made,
there was no discussion of new or proposed policies
or procedures that will be placed into operation to
preclude relying on pre-operational applications.  We
commend the CFO for continuing to pursue devel-
opment of an audit trail by mid-February 2003.
This condition is unresolved. 

3.    Internal Use Software Monitoring
In 1998, FASAB issued SFFAS No. 10, Accounting
for Internal Use Software, effective October 1, 2000.
The agency developed internal guidance to imple-
ment the standard on time.  NRC also developed
training for agency personnel to ensure that agency
personnel fully understood the policy.

SFFAS No. 10 defines three software life-cycle phas-
es: planning, development and operations.
Paragraph 16 requires, “For internally developed soft-
ware, capitalized cost should include the full cost
(direct and indirect cost) incurred during the devel-
opment phase.”  The Statement defines full cost to
include salaries of programmers, project managers,
administrative personnel, and associated employee
benefits and outside consultants’ fees.

NRC’s Internal Use Software Capitalization Policy,
dated September 18, 2000, defines capitalized soft-
ware costs to include “NRC staff salary and benefit
(S&B) costs of direct time spent during the develop-
ment phase dedicated to managing the specific proj-
ect, designing software configurations and interfaces,
coding, installing on hardware, and testing/debug-
ging.”

Our assessment included each project that was in the
developmental phase during FY 2002.  Although 
one project entered the development phase during 
FY 2002, the agency did not capitalize the associated
employee costs.  We also noted that OCFO did not
have proactive monitoring procedures to identify
projects that began or completed the development
phase.  The GAO’s Standards for Internal Control 
in the Federal Government state, “Internal control
should generally be designed to assure that ongoing
monitoring occurs in the course of normal 
operations.”

According to OCFO policy, before a project can
advance from the preliminary design phase to the
development phase, OCIO must approve the project.
Typically, OCIO sends a memo to the project man-
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ager advising that the proposed investment has been
approved and the project can move into the develop-
ment phase.  Under NRC policies, it is then the
responsibility of the individual offices to (1) inform
OCFO that they are going to begin a software devel-
opment project, and (2) request a labor code for
tracking employee hours.  The referenced project was
approved to move into the development phase on
August 9, 2001, and a labor code was created to
track employee hours.

Subsequently, the project manager began develop-
ment activities in February 2002, and other agency
personnel began development activities in early 
July 2002.  We began our review in late July 2002,
and noted that employees were not charging time to
the assigned labor code because the project manager
did not believe the activities qualified as develop-
ment.  Our assessment indicates that the activities
and associated hours should have been captured and
capitalized. 

Under the present management control structure, the
OCFO relies primarily on project managers to
inform them of time and costs expended in the soft-
ware development phase.  OCFO does not have suf-
ficient proactive monitoring procedures in place to
ensure the completeness or reasonableness of the
information provided.

RECOMMENDATION
3. The CFO should implement policy and proce-

dures to independently determine project status
for software capitalization purposes.  Use of a
project tracking mechanism or regular access to
project status reports would enhance the aware-

ness of projects and enable the OCFO to
improve monitoring activities.  This process
would enable OCFO to compare those activities
to the time and cost being capitalized in the
agency’s records.

CFO’s Comments
Agree.  The OCFO will modify its current proce-
dures for monitoring approved software development
projects to ensure a more proactive approach is used
to monitor project status. Revised procedures will be
completed by February 28, 2003.

Auditors’ Position
The CFO proposal to modify its policies and proce-
dures resolves this comment.  Closure is dependent
on the development and issuance of policy enhance-
ments.

STATUS OF PRIOR YEARS’ COMMENTS
1. Management Controls Over Small 

Entity Certifications
As reported in prior years, NRC did not have a vali-
dation process to ensure that materials licensees that
claimed small entity status actually qualified for such
status.  Licensees that qualify as small entities pay
reduced annual fees depending on their size (10 CFR
171.16).  Businesses, nonprofit agencies, educational
institutions or local governments may qualify as
small entities depending on either average annual
gross receipts, number of employees or population
jurisdiction.  Licensees qualify for reduced fees by
completing and submitting a Certification of Small
Entity Status For The Purposes of Annual Fees
Imposed Under 10 CFR Part 171 (NRC Form 526)
with the applicable fee.

REPORT ON MANAGEMENT’S ASSERTION
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The CFO responded in prior years that they planned
to explore the recommendations provided and that
they would advise us of their results.  On December
7, 2001, the agency issued a memorandum docu-
menting an approach that would be used for FY
2002.  The approach and the practices instituted are
acceptable; thus, this condition is closed. 

2. Accounting for Internal Use Software
In the prior year, we reported that the NRC did not
have the management controls in place to demon-
strate that it had satisfactorily implemented SFFAS
No. 10, Accounting for Internal Use Software.

The CFO responded that the issues related to this
condition would be remedied by implementing  a
new Human Resources Management System in early
FY 2002.  We reviewed the controls implemented as
a component of the new system and have concluded
that the specific issues raised in the prior year have
been adequately addressed.  Therefore, this condition
is closed.

3. Contract Close-out Processing Procedures
In the prior year, we reported that the Division of
Contracts and Property Management (DCPM) per-
forms a review of contracts in close-out and deter-
mines the amounts that should remain available for
future payments and also the amounts that should be
deobligated. This process is normally followed to
determine the continued viability of recorded unde-
livered orders. We found that DCPM notified
OCFO’s General Accounting Branch (GAB) of
amounts to be expensed.  GAB then recognized the
expenses without supporting documents such as con-

tractor invoices, receiving reports or project manager
certifications that the services had been performed.

In his response, the CFO indicated that GAB would
ensure that all expenses recorded for contracts in
closeout are supported by adequate documentation.
Our follow-up review of this process indicates that
GAB has not instituted a process to ensure that
amounts are correctly reflected in the agency’s
records.  This condition will be closed when the
agency demonstrates that it has reviewed and correct-
ed, as necessary, all expenses recorded for contracts in
close-out.

Assurance on Performance Measures
With respect to internal controls related to perform-
ance measures, the OIG performed those procedures
and will report on this issue separately.  Our proce-
dures were not designed to provide assurance over
reported performance measures, and, accordingly, we
do not provide an opinion on such information.

_________________________________________ 

This report is intended solely for the information and use of the
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INDEPENDENT AUDITORS’
REPORT ON COMPLIANCE WITH
LAWS AND REGULATIONS

Chairman Richard A. Meserve
U.S. Nuclear Regulatory Commission
Rockville, Maryland

We have audited the principal statements of the U.S.
Nuclear Regulatory Commission (NRC) as of and
for the years ended September 30, 2002 and 2001,
and have issued our report thereon dated December
13, 2002. We conducted our audit in accordance
with auditing standards generally accepted in the
United States of America; the standards applicable to
financial audits contained in Government Auditing
Standards, issued by the Comptroller General of the
United States; and Office of Management and
Budget (OMB) Bulletin No. 01-02, Audit
Requirements for Federal Financial Statements.

The management of the U. S. Nuclear Regulatory
Commission is responsible for complying with laws
and regulations applicable to the agency. As part of
obtaining reasonable assurance about whether the
agency’s financial statements are free of material mis-
statement, we performed tests of its compliance with
certain provisions of laws and regulations, noncom-
pliance with which could have a direct and material
effect on the determination of financial statement
amounts, and certain other laws and regulations
specified in OMB Bulletin No. 01-02, including the
requirements of the Federal Financial Management
Improvement Act (FFMIA) of 1996. Our objective
was not to issue an opinion on compliance with laws
and regulations and, accordingly, we do not express
such an opinion.  

U.S. DEPARTMENT OF ENERGY EXPENSES
NRC’s principal statements include reimbursable
expenses of the U.S. Department of Energy (DOE)
National Laboratories. NRC’s Statements of Net
Cost include approximately $54.4 and $46.6 million,
respectively for the years ended September 30, 2002
and 2001, of reimbursed expenses. Our audits
included testing these expenses for compliance with
laws and regulations within NRC. The work placed
with DOE is under the auspices of a Memorandum
of Understanding between NRC and DOE. The
examination of DOE National Laboratories for com-
pliance with laws and regulations is DOE’s responsi-
bility.  This responsibility was further clarified by a
memorandum of the General Accounting Office’s
(GAO) Assistant General Counsel, dated March 6,
1995, where he opined that “...DOE’s inability to
assure that its contractors’ costs [National
Laboratories] are legal and proper...does not compel a
conclusion that NRC has failed to comply with laws
and regulations.”  DOE also has the cognizant
responsibility to assure audit resolution and should
provide the results of its audits to NRC.

The results of our tests of compliance with the laws
and regulations described in the preceding para-
graphs exclusive of FFMIA, disclosed continuing
instances of noncompliance with the following laws
and regulations that are required to be reported
under Government Auditing Standards and OMB
Bulletin No. 01-02.

PRIOR-YEAR COMMENTS
1. Compliance with Computer Software

Accountability 
A review was performed by the OIG (Report No.
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OIG-02-A-02) of the NRC’s management controls
governing the accountability and control of software
and software licensing agreements.  Follow-up and
resolution actions on this issue will be tracked by
OIG and reported under separate cover.

2. Part 170 Hourly Rates 
As previously reported in fiscal years (FY) 1998
through 2001, the Omnibus Budget Reconciliation
Act (OBRA) of 1990 requires the NRC to recover
approximately 100% of its budget authority by
assessing fees. (The recovery percentage has been
reduced in recent years by 2 percent each year.
During FY 2002, the recovery percentage was 96
percent.)  Accordingly, NRC assesses two types of
fees to its licensees and applicants. One type, speci-
fied in 10 CFR Part 171, consists of annual fees
assessed to power reactors, materials and other
licensees. The other type, specified in 10 CFR Part
170 and authorized by the Independent Offices
Appropriation Act (IOAA) of 1952, is assessed for
specific licensing actions, inspections and other serv-
ices provided to NRC’s licensees and applicants.

Each year, the Office of the Chief Financial Officer
(OCFO) computes the hourly rates used to charge
for Part 170 services. Consistent with OBRA of
1990, the rates are based on budgetary data and are
used to price individually identifiable Part 170 servic-
es. The FY 1998 rates were not developed in accor-
dance with applicable laws and regulations because
they were not based on the full cost of providing 
Part 170 services. 

The CFO has been awaiting the implementation of
cost accounting to fully address this condition.
During FY 2002, we performed a preliminary assess-

ment of the OCFO’s use of cost accounting informa-
tion as a means to review the hourly rate calculation
methodology. The OCFO stated in a memorandum
dated September 30, 2002, that “?in order to use cost
accounting data as input to our review, we compared
components of the budget included in the hourly
rate to the cost accounting data.”

Our assessment indicates that the OCFO has made
progress by acknowledging the need to make such a
comparison. However, the agency needs to refine its
approach in order to substantiate the reasonableness
of rates developed on a budgetary basis. The follow-
ing observations were made during our assessment:

• The methodology used to derive the cost-based
number did not follow the existing methodology
used to build the agency’s published fee rates.
The agency’s normal fee rate methodology
derives separate rates for reactors and materials.
However, OCFO’s comparison used a composite
hourly rate. Such a calculation precludes com-
paring the individual rates.

• The cost-based rate did not use the same identi-
fiable costs elements as those used in the budget-
based model.  The agency made adjustments to
cost-based data for administration, FOIA, and
absences using budget estimates rather than
using actual cost data. Commingling cost and
budgetary elements will not produce results that
can be reasonably used as a basis for comparison.

We encourage the agency to reassess the approach
used in the analysis provided for review and to refine
the process and the cost elements to a level that will
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achieve comparability.  Until an analysis is complet-
ed, documented and available for additional audit
follow-up, the recommendation related to this condi-
tion cannot be closed.

FFMIA - STATUS OF PRIOR YEAR
COMMENTS
Under FFMIA, we are required to report whether the
agency’s financial management systems substantially
comply with the Federal financial management sys-
tems requirements, Federal accounting standards, and
the United States Government Standard General
Ledger at the transaction level.  To meet this require-
ment, we performed tests of compliance using the
implementation guidance for FFMIA included in
Appendix D of OMB Bulletin No. 01-02. The
results of our tests provided us the basis to update
the status of prior year instances of noncompliance.

1. Managerial Cost Accounting 
In FY 1998, we reported the agency’s lack of imple-
mentation of Managerial Cost Accounting as both a
material weakness and FFMIA substantial non-com-
pliance. In July 1999, the agency developed a reme-
diation plan, thereby resolving the comment. In the
current year, the CFO asserted that the remediation
plan had been met and therefore the agency was in
compliance with SFFAS No. 4. This action closes the
FY 1998 comment.  

Refer to the Report on Management’s Assertion
About the Effectiveness of Internal Control, Current
Year Comment A - Managerial Cost Accounting, for
a detailed discussion of the condition regarding our
assessment of the NRC’s new system. The system
placed into operation during FY 2002 resulted in a

material weakness and a Federal Financial
Management Improvement Act substantial non-com-
pliance.

2. Business Continuity
In prior years, we reported conditions resulting from
our assessment of NRC’s management control pro-
gram relating to the agency’s business continuity
practices for major financial management systems.
At the end of FY 2001, the issue identified with the
core general ledger - Federal Financial System (FFS)
operated by Treasury’s Financial Management Service
(FMS) remained an unresolved condition.  

In the current year, NRC changed service providers
to the Department of Interior’s National Business
Center. Therefore, the condition addressing FMS is
no longer applicable and is closed.

Consistency of Other Information
NRC’s overview of program performance goals and
results, and other supplemental financial and
management information contains a wide range of
data, some of which is not directly related to the
principal statements. We do not express an opinion
on this information.  We have, however, compared
this information for consistency with the principal
statements and discussed the measurement and pres-
entation methods with NRC management. Based on
this limited effort, we found no material inconsisten-
cies with the principal statements or noncompliance
with OMB guidance.

Objectives, Scope and Methodology
NRC management is responsible for (1) preparing
the principal statements in conformity with the basis

REPORT ON COMPLIANCE WITH LAWS AND REGULATIONS



CHAPTER 3: AUDITORS’ REPORTS and Financial Statements

120

of accounting described in Note 1 of the Notes to
Principal Statements, (2) establishing, maintaining,
and assessing internal controls to provide reasonable
assurance that FMFIA’s broad control objectives are
met, and (3) complying with applicable laws and reg-
ulations, including the requirements referred to in
FFMIA.

We are responsible for (1) expressing an opinion on
whether the principal statements are free of material
misstatement and presented fairly, in all material
respects, in conformity with generally accepted
accounting principles, and (2) obtaining reasonable
assurance about whether management’s assertion
about the effectiveness of internal control is fairly
stated, in all material respects, based upon criteria
established by FMFIA and OMB Circular A-123,
Management Accountability and Control.  As of the
date of our report, NRC management had completed
its evaluation of financial management controls. 

We are also responsible for testing compliance with
selected provisions of laws and regulations, and for
performing limited procedures with respect to certain
other information in the principal statements.  In
order to fulfill these responsibilities, we:

• examined, on a test basis, evidence supporting
the amounts and disclosures made in the princi-
pal statements;

• assessed the accounting principles used and sig-
nificant estimates made by management;

• evaluated the overall presentation of the princi-
pal statements;

• obtained an understanding of internal controls
related to safeguarding of assets, compliance
with laws and regulations, including execution
of transactions in accordance with budget
authority and financial reporting in the principal
statements;

• assessed control risk and tested relevant internal
controls over safeguarding of assets, compliance,
and financial reporting, and evaluated manage-
ment’s assertion about the effectiveness of inter-
nal control;

• tested compliance with selected provisions of the
following laws and regulations: Anti-Deficiency
Act (Title 31 U.S.C.), National Defense
Appropriation Act (PL 101-510), Omnibus
Budget Reconciliation Act of 1990 (PL 101-
508), Debt Collection Act of 1982 (PL 97-365),
Prompt Pay Act (PL 97-177), Civil Service
Retirement Act of 1930, Civil Service Reform
Act (PL 97-454), Federal Managers’ Financial
Integrity Act (PL 97-255), Chief Financial
Officers Act (PL 101-576), Budget and
Accounting Act of 1950, Federal Financial
Management Improvement Act (PL 104-208),
and the Government Information Security
Reform Act.

• reviewed compliance and reported in accordance
with FFMIA whether the agency’s financial
management systems substantially comply with
the Federal financial management system
requirements, applicable accounting standards
and the U.S. Standard General Ledger at the
transaction level.
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We did not evaluate all internal controls relevant to
operating objectives as broadly as defined in FMFIA,
such as those controls for preparing statistical reports
and those for ensuring efficient and effective opera-
tions.  We limited our internal control tests to those
controls necessary to achieve the objectives described
in our opinion on management’s assertion about the
effectiveness of internal controls.  We performed our
work in accordance with auditing standards generally
accepted in the United States of America, the stan-
dards applicable to financial audits contained in
Government Auditing Standards and OMB Bulletin
No. 01-02, Audit Requirements for Federal Financial
Statements.
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