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Richard P. Kusserow

| nspect or General

Use of Recipient Capability Audits by the Public Health
Service during Fiscal Year 1989 (A-04-90-04012)

James 0. Mason, MD., Dr. P.H
Assistant Secretary for Health

Attached is the final report on the results of our review of
the use of recipient capability audits (RCA) by the Public
Health Service (PHS) agencies. The purpose of our review was
to assess the use of RCAs in Fiscal Year (FY) 1989 by PHS
agencies in determning whether or not to award funds to
organi zations that-have no prior experience with governnental
grants or cost-reinbursenment contracts.

In Fy 1989, the O fice of Audit Services (QAS) perforned
66 RCAs covering proposed grant awards of $9.9 million. Al
requests for RcAs were fromthe Centers for Disease Control

Qur review reveal ed that 410 organi zations received PHS
funding for the first time in FY 1989. W identified

172 organi zations which qualified for having Rcas perforned by
the OAS based on criteria we established from our review of
various materials relating to financial evaluations and our
prof essi onal judgnment from past experiences wth the RCA
process. We were requested to perform RcAs on only 66 of the
172 organi zations. Thus, the remaining 106 organizations
qualified for, but were not part of any RCA request. These
106 organi zations received grant awards totaling $54,129,485.

W recommended that PHS perform a greater nunber of financia
eval uations of organizations that are applying for grant funds
and do not have prior experience in managi ng Federal projects.
W al so recommended that PHS establish uniform policies and
procedures for conducting these financial evaluations. The
PHS agreed with our recomrendations. A copy of PHS' response
is included as Appendix Cto the report.

W woul d appreciate being advised wthin 60 days on the status
of correcti®ve actions taken or planned on each recommendati on.
|f you wish to discuss our findings further, please call nme or
have your staff contact Daniel W Blades, Assistant |nspector
CGeneral for Public Health Service Audits, at (301) 443-3583.
To facilitate identification, please refer to Conmon

| dentification Nunber A-04-92-04012 in all correspondence
relating to this report.
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This final report provides you wwth the results of our review
of the use of recipient capability audits (RCA) by the Public
Heal th Service (PHS) agencies. e purpose of our review was
to assess the use of RCAs in Fiscal Year (FY) 1989 by PHS
agencies in determning whether or not to award funds to
organi zations that have no prior experience wth governnental
grants or cost-reinbursenment contracts.

In FY 1989, the Ofice of Audit Services (QAS) perfornmed

66 RCAs covering proposed grant awards of $9.9 million. The
requests for Rcas were fromthe Centers for Disease Contro
(CDC). Based on the results of the rRcAas, the CDC denied
funding to six organizations and instead awarded $1,031,043 to
ot her, nore capabl e organizations. In addition, nore
stringent terns and conditions were placed on organizations as
a result of the deficiencies disclosed in the RCas.

Qur review reveal ed that 410 organi zations received PHS
funding for the first tine in FY 1989. W identified

172 organi zations which qualified for having RcAs perfornmed by
the OAS based on criteria we established from our review of
various materials relating to financial evaluations and our
prof essi onal judgnent from past experiences wth the RCA
process. First, we identified and excluded established
organi zations such as colleges, universities, hospitals,
clinics, health centers, and State or |ocal governnents.
Second, we identified and excluded organizations that had
financial evaluations perforned by the agencies in FY 1989.
Last, we elimnated organizations that were awarded grants of
| ess than $100, 000.

W were requested to perform RcAs on only 66 of the

172 organizations. Thus, the remaining 106 organizations
qualified for, but were not part of any RCA requests. These
106 organi zations received grant awards totaling $54,129,485.

W recommended that PHS perform a greater nunber of financia

eval uations of organizations that are applying for grant funds
and do not have prior experience in managi ng Federal projects.
W al so recomended that PHS establish uniformpolicies and , s
procedures for conducting these financial evaluations. The
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PHS agreed with our recommendations. A copy of PHS' response
I's included as Appendix C to this report.

Backgr ound

The purpose of an RCA is to assess the financial nanagenent
capability of organizations that have no prior experience wth
governnental grants or cost-reinbursenent contracts. \Wen
performng an RCA tests and other auditing procedures are
conducted of an organization's accountin? system and rel at ed
internal controls to assess their capability to satisfactorily
manage and account for Federal funds.

An RCA is perforned primarily to satisfy Part 611 (Fi nanci al
Eval uation of Gant Applications) of the PHS G ants

Adm ni stration Manual which is used by the grants nmnanagenent
officer (GM)). In accordance with section 611.3 (b), It is
the policy of PHS that:

n. ..where a prospective grantee has had no prior
governnental grants or cost-reinbursenent contracts
the eMO nust, prior to award or within a reasonabl e
time thereafter, review or cause to be reviewed, the
applicant institution's accounting systemfor
assurance as to its adequacy and acceptability."”

The Rcas are intended to reduce the risk of awarding funds to
I nexperienced or incapable organizations.

Scope

W conducted our review in accordance with generally accepted
governnent auditing standards. Qur review covered FY 1989 and
was perfornmed to determne: (1) the nunmber of RcAs that were
requested by PHS agencies and perforned by QAS, and the
results of QOAS recomendations: (2) the potential universe for
RCAs Wi thin each PHS agency; and (3) the need for PHS to
performnore financial evaluations to reduce the risk of
awarding funds to inexperienced or incapable organizations.

To acconplish our (ﬁgectives we: (1) interviewed cogni zant
agency officials; (2) obtained data from each agency
pertaining to their policies and procedures regarding

financi al managenent eval uations of applicants w thout prior
experience in managi ng Federal projects: and (3) obtained data
from the departnental paynent nanagenent system (DPNB)

regarding the potential universe for RCAs. In addition, we
contacted each OAS regional office and requested RCA data

Qur review was performed from March 1990 to January 1991 at
the PHS agencies in Rockville, Mryland, and the CDC in
Atlanta, Ceorgia.
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RESULTS OF REVI EW

Qur review reveal ed that PHS agencies do not follow uniform
policies and procedures for perform ng financial evaluations
of applicants that have no prior experience wth governnental
grants or cost-reinbursenent contracts. Qur review al so
reveal ed that 410 organizations received PHS funding for the
first time in FY 1989. W identified 172 organi zations which
qualified for having RCAs performed by OAS. V¥ were requested
to performRCAs on 66 of the 172 organizations. The remaining
106 organi zations qualified for, but were not part of any RCA
request.

RESULTS OF RCA8 REQUESTED BY PH8 AGENCI ES

W perforned a total of 66 RCAs during FY 1989. The CDC
reguested that we conduct these RCAs of applicants that

had applied for approximately $9.9 million in funds authorized
by Congress. These funds were nade avail able to provide
techni cal assistance to mnority comunity based organi zati ons
(cBos) to work with their conmunities to achieve a reduction
of the risk of Human | mmunodeficiency Virus transm ssion

W found basic accounting and internal control deficiencies at
nost of the 66 organizations we exanined. Based on the
results of the RcAs, the CDC denied funding to six cBos and

i nstead awarded $1,031,043 to other, nore capable

organi zations. In addition, nore stringent terns and
conditions were placed on organizations as a result of the
deficiencies disclosed in the rRcas. The CDC classified 14

or gani zati ons as "exceptional", thus requiring themto conply
with the rules for organizations which show evidence of poor
program or busi ness managenent practices. These organizations
were placed under the Departnent’'s Advancenment Ceiling Plan
requi ring the subm ssion of nonthly disbursenent reports to
the CDC for review.

UNI VERSE OF NEW ORGANI ZATI ONS FUNDED BY PH8 AGENCI ES

We obtained a listing fromthe DPMS of organizations that were
awar ded Federal funds for the first time in FY 1989. Qur
analysis of this listing identified 410 organi zations that
received PHS funds for the first time in FY 1989. These

410 organi zations were awarded a total of 672 grants.

Appendi x A shows the total number of grants awarded by each
agency.

The aut horized amounts of the 672 grants ranged from $1,384 to
$16,486,000. There were 385 grants whose authorized amounts
were |ess than $100,000. The total anount for the 385 grants
was $17,791,823. There were 287 grants whose aut hori zed
anounts were $100,000 or nmore. The total amount for the

287 grants was $161,282,784. The grand total for the 672
grants was $179,074,607.
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ORGANIZATIONS QUALI FYI NG FOR RCAS

W reviewed the Iist of 410 organizations di scussed above and
established criteria to elimnate organi zations which, in our
opi nion, would not qualify for RcAs. This criteria was based
on our review of various materials relating to financial

eval uations and our professional judgnment from past
experiences with the RCA process.

First, we identified and excluded 46 colleges, universities,
hospitals, clinics, health centers, and State or | ocal

gover nment s. These types of organi zations would nost |ikely
bF established entities wth accounting systens already in

pl ace.

Second, we identified and excluded 40 organi zations that had
financial evaluations perforned by the agencies in FY 1989

W also obtained information from each PHS agency regarding
policies and Procedures adhered to when performng financia
eval uations of applicants with no prior experience in nmanagi ng
Federal projects. Qur analysis of this information reveal ed
that the policies and procedures in performng financial

eval uations vary from agency to agency. Each PHS agency has
devel oped their own set of guidelines. The various guidelines
followed by the agencies mght include: requesting and

eval uating data provided by the applicant; requirin?

i ndependent audit reports and financial statements from the
applicant: determning if the aBpIicant has an indirect cost
rate: contacting the applicant by tel ephone; or conducting
site visits. The financial evaluations are primarily
perfornmed by the eMo for each agency.

Last, we elimnated 218 organi zations that were awarded grants
of less than $100,000. Recognizing that we do not have
sufficient resources available to performRcas on all _
applicants, we set a dollar [imt of $100,000. Wile this
[tmt would include only 57 percent of the grants awarded, it
moulg grovide audit coverage of 90 percent of the dollars

awar ded.

W exam ned each of the 410 organizations on an individua

basi s. Based on the above established criteria, 106

organi zations would have qualified for, but were not part of

any RCA requests to the OAS in FY 1989. The total amount of

awards provided to the 106 organi zati ons was $54,129,485.
pendi x B shows, by agency, the total nunber of organizations

that qualified to have RcAas performed in FY 1989.
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Concl usi ons and Recommendations

Qur review of the use of RCAs by PHS agencies reveal ed that,
in FY 1989, over 42 percent of the organizations, with no
prior experience in nana?ing Federal projects and awar ded
funds by PHS, qualified for having an RCA performed by

OAS. W recognize that every organization that applies for
fundi ng may not warrant an RCA by QAS and that we do not have
sufficient resources available to performa significant

addi tional nunber of Rcas. Consequently, we reconmmend that
PHS perform a greater nunber of financial evaluations.

Due to the various guidelines followed by each agency, we
believe it would be beneficial to establish uniformpolicies
and procedures for perform ng financial evaluations of
apgllcants applying for PHS funds for the first tinme.

Subst anti al cost avoi dances and i nproved financial managenent
benefits could accrue to PHS prograns if guidelines are
established setting forth the requirenents for performng
financial evaluations internally or externally.

For organi zations that are applying for grant funds and do not
have prior experience in nmanagi ng Federal projects, we
recommend that the agencies performfinancial evaluations of
these organizations. W also recomend that PHS establish

uni form policies and procedures for conducting these financial
evaluations. At a mnimum the financial evaluation process
should require the applicant to provide:

-~ a narrative of the history and background of the
organi zation. This narrative should include
i nformation such as how long the organization has
been in existence and what type of comunity ties
the organi zation has.

- a copy of the organization's certificate of
I ncorporation and organi zational chart.

- | atest copies of independent audit reports,
managenment |etters, and/or financial statenents.

-- a list of "other" sources of funding.

- information regarding any outstanding |oans.
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In addition, the financial evaluation process should require
t he agency to:

- - review the Health and Human Service Alert List to
ensure that the organization has not been awarded
Federal funds previously and m snanaged that
proj ect.

T conduct site visits if deemed necessary to clarify
any questions regarding the eligibility or
financial stability of the applicant.

PH8 Comments

The PHS concurred with our recommendations and has agreed to
reenphasize to the grants nmanagenent staff the need to adhere
to.PHS policy for the performance of financial evaluations of
grantees, especially grantees that have no ﬁrlor experience
with Federal grants or contracts. The PHS has also agreed to
utilize, as a mnimum the procedures set forth in the "Manual
for Financial Evaluations of PHS awards" in the perfornance of
the required financial management systems reviews.

We woul d appreciate being advised within 60 days on the status
of corrective actions taken or planned on each recommendati on.
If you wish to discuss our findings further, please call me or
have your staff contact Daniel W Blades, Assistant I|nspector
CGeneral for Public Health Service Audits, at (301) 443-3583.
To facilitate identification, please refer to Conmon

I dentification Nunmber A-04-92-04012 in all correspondence
relating to this report.
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TO

' DEPARTMENT OF HEALTH & HUMAN SERVICES Public Health Service PAGE 1 O F

Memorandum
AR 24 B

Assistant Secretary for Health

office of Inspector General (0IG)Draft Report “Use of
Recipient Capability Audits by the Public Health Service During
Fiscal Year 1989~

Inspector General, OS

Attached arethe PHS comments on the subject 016 draft report.

We concur withthedraftreport’s recommendations. Wewill
reemphasize to our grants management staff the need to:

1. adhere to PHS policy for the performance of financial
management systems reviews of grantees, especially from
grantees with no prior experience with Federal grants or
contracts, and

2. utilize, as aminimum, the procedures set forth in the
“Manual for Financial Evaluations of PHS Awards” in the

performance of the financial managementsystemas reviews
required by PHS policy.

We will also encourage themco increase theicuse of your
scaff”s capability audits of prospective grantees.

O Magor

mes 0. Mason, M.D.,Dr.P.H.

Attachment
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PUBLIC HEALTH SERVICE (PHS) COMMENTS ON THE QFFICE
NERAL REPORT *USE OF

RECI PI ENT B C HEALTH SERVICE DURI

FI 1989, (A-Q4-90-

GENERAL  COMMENTS

PHS agrees that it is extremely inportant to performfinancial
managenent eval uations prior to the issuance of an award. This
is especially true when organizations with no previous

expelrlegce in managi ng governnental grants or contracts are
i nvol ved.

In the early 1970s, PHS inplenented an aggressive plan for
assuring that PHS grants managenent staff perforned financi al
evaluations of organizations applying for grant funding.

In July 1974, PHS issued Chapter 6-500, now Part 611, of the
PHS Gants Adninistration Mnual. The Chapter required grants
managenent of ficers (GMO), in the case of prospective

organi zations which have had no prior governnent grants or cost
reinbursenent contracts, to review or cause to be reviewed, the
adequacy of the organization's accounting system The Chapter
al so required GMOs to performan analysis of the proposed grant
budget costs in order to ensure that Federal funds, 1f awarded,
were expended in a judicious nanner.

Shortly thereafter, PHS initiated an aggressive training
program for all regional and central office grants nanagenent
staff. The training was designed to inform grants nanagement
staff of the new requirement for financial evaluations and
train them on how to perform the evaluations. Since that tine,
training has been provided on a continuing basis to assure that

personnel are famliar with the policies and evaluation
procedures.

From 1975 through early 1990, staff from the Ofice of the
Assistant Secretary for Health provided about four semnars per
year on financial "evaluations for grants and contracts staff.
In March 1990, PHS engaged a contractor to provide at |east
three 3-day semnars per Xear on financial evaluations for
grants and contracts staff. Al semnar participants receive a
Student Manual' which contains the PHS policies on financial
eval uations and the procedures to be used in their performance.
PHS staff who participated or will participate in these

training semnars from FY 1990 through FY 1992 nunbered 80, 99,
and 153, respectively.

In 1975, to assist grants and contracts staff in inplenenting
these policies, PHS issued the "Manual for Financial

Eval uations of PHS Awards." The Manual, revised and updated
two times, provides specific guidance for the conduct of cost
analyzes of grant and contract proposals, reviews of financial
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managenment systems, financial capability surveys, file
docunentation, and use of audit reports.” The Mnual also
contains each ofthe m nimum steps suggested in the OG report
to be used in the performance of financial evaluations.

Ve have provided copies of the "Student Mnual" and "Mnual For
Fi nancial Evaluations of PHS Awards" to O G staff under
separate cover.

In March 1977, these policies were reenphasized by the issuance
of Chapter 1-03, now Part 101, of the PHS Gants Adnmnistration
Manual . The Chapter clarified and nore specifically defined
the responsibilities of GMOs. These responsibilities included
the performance of financial nanagement systens reviews of
grantees. Procedures for the inplementation of the Chapter are
also included in the manuals cited above and addressed in the
PHS training programfor grants and contracts staff.

The PHS comments on the 0IG recommendations are as follows.
O G RECOVIVENDATI ON

PHS shoul d perform a greater nunber of financial managenent
eval uations of organizations that have no experience wth
governnent grants or cost-reinbursement contracts.

PHS Conment s

W concur. W agree that financial managenent eval uations
should be perforned on organizations that have no experience in
managi ng federal projects. These evaluations should be
performed prior to or shortly after an award is nade.

In 1989, because of other conpeting priorities, PHS agency
?rants_ managenent staff were only able to perform limted
inancial evaluations. However, since that time, PHS agency
grants nanagenent staff have increased their efforts-in this
area. In addition, PHS agencies have increased their
utilization of the 01G’s recipient capability audits.

VW will reenphasize to our agencies the need to ensure that
financial managenent evaluations are performed in accordance

with the policy set forth in the PHS Gants Admnistration
Manual .

We will also encourage PHS agency staff to utilize 01G's
expertise and obtain recipient capability audit support;
especially in those situations where there is insufficient
information for PHS grants management staff to performtheir
own financial evaluations.

> g
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QO G Recommendation

PHS should establish uniform policies and procxleﬁiurea for
conducting financial nmanagenent eval uations. e uG

identified specific mninum steps that should be performed.
PHS Comments

W concur. W agree that agencies conducting financial

eval uations should apply uniform policies and procedures to the
maxi num extent possible.

W believe that the policies in the PHS Gants Admnistration
Manual , the procedures set forth in the "Minual for Financial
Eval uations of Public Health Service Awards,' and the
instruction givento grants staff through the PHS traini ng
program, are adequate for this purpose. As discussed in the
8enera| comments above, e€ach of the specific steps reconmended

y the o016 is addressed within the current PHS policies and
procedur es.

Neverthel ess, we wll reenphasize to our grants managenent
staff the inportance of follow ng these policies and
procedures. W wll also arrange discussions wth those
responsible for perform n% those reviews, so that all agencies
will consistently and uniformy apply them



