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DECISION

The University of California (grantee) appealed a decision by the National
Institutes of Health (NIH) Grant Appeals Board, sustaining a disallowance of
$47,370 in costs claimed under Federal research projects. The Public Health
Service (PHS), constituent agency for purposes of review of the NIH decision,
was requested to respond to the appeal, and, in particular, to respond to a
number of specific questions concerning the disallowance. Based in part on
failure by PHS to be responsive to these questions, the Board Chairman issued
an Order directing PHS to show cause why the disallowance should not be
reversed on the grounds set forth in the Order.

The two major substantive issues addressed in the Order were 1) whether two
portable freezers, included by auditors in a sample of equipment items pur-
chased by grantee with Federal funds, should have been classified as ''general
purpose'" equipment, and 2) whether PHS properly determined the total costs

of general purpose equipment purchased without required approval by using a
statistical projection. In addition, the Order questioned Board jurisdiction
over part of the disallowance, since PHS had stated that the projected
disallowance included costs associated with contracts.

The PHS response to the Order has clarified the way in which the sample find-
ings were used to calculate the projected disallowance but has failed to
persuade us that the statistical method used in this instance was reliable.
In reaching this conclusion, we reject grantee's position that a disallowance
may not be projected from a sample. As discussed below, sampling is a gener-
ally accepted audit technique, and that technique may be applied, in certain
circumstances, to establish the amount of unallowable costs incurred by a
grantee. On the other hand, we have a duty to inquire into the validity of
the particular technique used and how it was used in each specific instance
and may determine, as here, that the technique as used does.not provide a
reliable factual basis for a decision.

For reasons stated below, we also reverse the disallowance of the costs of the
portable freezers. We do not reach the jurisdictional question raised in the
Order since that question is rendered moot by our decision on the substantive
issues.



Background

The 1IN Grant Appeals Loard decision resulted froa an appeal of a determimation
by the Financial Advisory Services Branch (FASB), ULivision of Conttacts and
Srants, LIH, based on un IEW (now !liS) Audit /Aiency Report dated August 9, 1976.
The auditors had selected a sauple from a listing of equipnment purchased by
grantee from July 1, 1972 to Junc 3G, 1975 (FY'74 and FY'75) with funds fron
Feieral research grants and contracts. The listing consisted of 2,363 items in
classifications with significant proportions of iteus considered to be "general
purpose' equipment. In the sample of 172 iteas, the auditors identified 123
general purpose items and deterunined that grantee did not obtain required
approval for the purchase of 16 of these items. The auditors estimated with a
claimed probability of 90 percent that grantee had purchased general purpose
equipment costing at least $57,801 without proper approval during FY'74 and
FY'75, with the single most likely estimate being $34,999, and recommended that
grantee refund at least $57,601.,

Of the 19 sanple iteuws questioned by the auditors, 10 were acquired with IEW
funds. The FASZ, I, first deternined that ¢ of these 10 were unallowable and
disallowed $33,670 based on an Audit Agzency projection that this was the single
most likely estimate of unallowable costs for all LEEY projects for the audit
period. Tue assurance factor for this projection was stated to be 95 percent.
TS later agreed that one of the ¢ items was incorrectly identified by the
auditors as unallowable. The Audit Agency revised the figures, concluling, with
a stated assurance factur of %0 percent, that the single most litely estinate
of unallowable costs was $47,370. The LI Toard upheld the disallowance in this
avount. Since yrantee has accepted Jisallowance of the costs of six of the HEW
itews in the sample, totalliny $2,764, the actual cuount in dispute 1s $44,600
$47,37C = £2,784).
The I pard decision was based on two policy statements: a 1972 NIH Policy
Statenent, Grants for Research Projects, DUFY Publication TNo. (NIN) 72-5,
July 2, 1972, applicable only to NIL grants for research projects, and a 1974
PiS Grants Policy Statement, DUEW Publicatiou lo. (0S) 76-50,000, July 1, 1974.
“he 1674 Policy Statenment was intended to apply to '"all transactions occurring
aiter the date of publication" with rospect to "grants made bty ... the Public
flenlth Service." (p. 2.) Grantee refers to Federal Management Circular (Fi'C)
73=3, attaclment A (Principles for Determining Costs Applicable to Research and
Levelopuent Under Grants and Contracts with Hducational Institutions), imple-
meated by LW at 45 CFR Part 74, Apnendix D, Part I, 3G FR 20275, September 19,
1573,

The 1972 Policy Statement discusses research and gzeneral purpose equipuent as
follows:

Tesearch ecuipment = Allowable. Individual items costing $1,000 or
more wust have been in the grant budget approved by the NI or will
require prior approval ...




=3 =

General purpose =quinnent = Allowadle with nrior approval hv tha 71
avarding unit for itens costing $200 or :ore. Jeneral purpose ejuip-
neat is defined as itens which are usable for activities of the
institution other than research, i.e. office equipnent and furnistiuzs,
air conditioning, reproduction eguipuent, autouiatic data processing
equipment, etc. (p. 13.)

Paragraph J.13. of Part I of Appendix D to Part 74 (parallel to ™C 73=3) defines
"veraanent 2quipuent” as "an item of property which has an acquisition cost of
5200 or more and has an expected service life of one year or more" and provides
that=-

a. General purpose equip.ent. Approval nust be obtained to acquire
witn Govermnent funds any general purpose permanent equipnent, L.e.
any itemns which are usable for activities of the institution other
than research, such as office equipment and furnishings, air condi-
tioniag, reproduction, or printing eguipuent, motor vehicles, etc.,
or any automatic data processing equipment.

b. Rescarch evuipient. JApproval must be obtained to acquire with
Goverunent funds auv iten of permanent research eguincent costing
51,000 or nore.

The 1974 2olicy Stateueat refers to "project=snecific" ratiher than 'ressarca”
equiznent and (under the heading of ''Costs") states, '"Prior approval is raquired
for project specific equipnent purchases in excess of $1,000 ... and for general
purpose equipuent in excass of $30C" (p. 14). Under "Property llanajenent
Standards" thz followiag appears:

(1) Project-specific equipment refers to equipment which directly
facilitates the purpuses of and is an ianteyzral part of the
zrant—-supported prograas, such as laboratory research equipaent.

(2) Ceneral purpose equipnment refers to items of equipueat that cre
cenerally usable for activities in the institution other than
the tecnnical, specialized activities supported by the grant,
a.g. office equipment, air conditioning, office furniture,
reproduction equinment, etc. (p. 51.)

It is unclear from the record which approval requireuents were applied by the
aujitors. The Audit Report cites FiiC 73-3 as providing that general purodosa
equipment is '“any iter usable for activities other than research” aad refers
to the '"FTederal policy generally” that such equipment costing 3200 or tiorz
aust receive approval prior to purchase. The Report does not specify how that
policy was binding on yrantee with respect to all of its projects. The Report
also cites the 1574 PHS Policy Statement for the proposition that "IEU agencies
increased the aininum cost requiring approval to 53G0...." The '{IX Foard deci=
gsion relied on tha 1272 *II'{ Policy Statenent and the 1974 PIS Policy Statonent.
In respouse to a question in the Board's Order relating to whether PUS Liad

1

approval for a leviation fron ..l 73-8, arguably required because PiLi rejquired
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advance written approval and IIC-73-8 does not (see, FC 73-7), P'iS stated that
this was irrelevant since the basis for the disallowance was failure to obtain
approval to acquire the eguipuent. This appears to be contradicted, acwever, Hy
sudit Aszency statenents subaitted with the P2HS reaﬁonse, explaining that tie
"guidance in FIIC Circular 73-¢ was used for all agencies, but was supplemented
by nore specific criteria when appropriate.” Lach of consistency ou this poin
does rnot affect our decision on classification of the two freezers, as we find
that none of the stateuents requires that these freeczers be classified as
"general purpose equipnent," FYowever, this lack does contribute to our doubt
about the fairness of projecting the auditor's sample findings to all of
grantee's YEW projects

General Purpose Lquipment

Lrantee argues that the two portavle freezers in the audit sample should not
have been classified as general purpose equipment requiring approval because
actual use of the freezers for resuarch rendered them unfit for gyeneral usza.
Grantee's Jdocunentation shows that one of tae freczers wvas usad to store
"specinens' and the otlier was used to store '"scientific specinens {antiszruas,
antigens)' and that each would require expensive decontanination before teing
uiverted to non-research us=2. PIS uo‘.s not di JUCL thic, Lut arzues tl:at,
since prior aprroval =ust be obtained "to acqulr- -eueru‘ purcosec ecuipnen:z,
it is clear that the guestion controlling classification of equipnent is
viether it can be used for general purposes at the time acquirad. e do not
think that this nccessarily follows, however. The classification of the
equizment is separate [roa the timing of the approval process. lfone of the
policy statenents cited by Pli3, except stateuments not in effect duriag the
rzlcevant tine period, sives any specific juidance as to how to treat eguipnent
Jhich is usatbtle for general purposes at the tine acquired but which would not
e usalble for general purposes once couuitted to a project.

-t

o

Turthermniore, as yrantee Las pointed out, oue reason that the policv stateuwents
are ampiruous is that some items of equipuent, such as these f{recezers, poten-
tizclly fall into either the general purpose catejory or the researcl/project-
specific catezory. The policy statements do not provide guidance as to whiclh:
prior arpproval reguireaents apply to these itens.

The Board has, in several previous decisions, construed nrior approval rejguire=-
uents in favor of a grantee, on grounds that advance approval ragquiremeats not
plainly warranted by the nature of the case should not be read into amsiguous
provisions. ¢t. Landry Parish School Board, CGAL Tocket ilo. 75-4, Decision

dioe 17, iay 25, 1970; See, also, Point Park College, NG, Docket Yo. 75-12,
Pecision Ilo. 16, may 20, 1976, ¥vhether construing the prior approval require=-
ments to include these freezers Zs plainly warranted dagpends in part on tie
verceived purpose of the requirement. There is no zuidance in the P45 policey
statenents or in the preanble to Part 74 as to what the authors of the approval
reguircaent intended. OGrantee's position is thet "only equipment acquired wnith
Federal funds which could later be used by an institution for non-Tederal
activities outside the research functions, is intended to be covered.' (Aprli-
cation for leview, p. 3.) In light of this, grantce suggests that the test for
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whetuer equipment is yeneral purpose rests on the established pattern of usaze
within the institution. Grantes has stated, and PI'S has not -lisputed, that
srantee's priuary use of portavble freezers is for activities wiich are tecimical,
spacialized and research-related.

PiAS "believes that tha reason for the [approval] requirenent is tl:at tue Coveru~—
ment Joes not want to supply items of general purpose equipment to grantee/con=
tractors...[because] they should have this type of equipment on hand and ready
for use prior to receipt of jrant/contract awards." This is, perhaps, one
possible purpose of the requirement. On the other hand, P73 lLias not shown that
srautee did have or should have had portable freezers ready for use’on these
projects and, indeed, other portable freezers used for similar purposes aight
also be contaninated. Thus, ziven the ambizuity of the policy stateaents, anu
the circumstances of this case, we conclude that these portable freezers were
not zeneral purpose equipment. Accordingly, we reverse the disallowance of
$634 in costs for the two freezers.

Tne Validity of Projection

Grantee does not challenge the validity of statistical saupling as an avdit
tecimique in general but questions the oropriety of basing a disallowance on a
projection from a sample. The IIW Grant Appeals Board, with respect to use of
extrapolation fron a sauple as a basis for a disallowance, noted the "E3°
practice which generally utilizes this statistical sampling technique.” (p. 3.)
The only authority cited on this point was Chapter 5-70 of the HIi] Grants
Aduinistration ianual, Projection of Cost Disallowances aesulting frou Systens
Deficiencies fleported by Audit. Cluapter £-70, dated april 20, 1970, wes, as Pub
now adiits, not applicable during the tiwe period in question and is, further-
nore, intcnded solely as internal instructions to Departuent staff. 6-70-40,

An Audit Agency letter, submitted with the PUS response to the Order, cited
Audit Instruction A-18, dated February 20, 1573, for tue proposition that the
"LZW Audit Agency has long had a formal policy of recoamending financial adjust-
ments on tie basis of statistical sauples." (p. 1.) That instruction was not,
however, directed to, or binding on, grantee and, wmoreover, was not a long-
standing policy at the time tuhe affected zgrants were awarded.

Lack of specific provision, in the terms of grantee's research ajreements, for
establishing cost disallowances through projection is not necessarily zrounds
for reversing this disallowance, however. As the Audit Agency points out,
statistical saupling has been accepted, in certain circuastances, as a bhasis
for deternining adjudicative facts. Thus, the matter may be viewed as an
evidentiary issue rather thtan as a question of applicability of agency policy.
The PiS position on this lLias been somewhat inconsistent. While arguing that
statistical sanpling could be used to establish an ancunt of unallowable costs,
PA4S took the position in its response to the appeal that use of a sampling
techniqua was within the Department's audit responsibility and that, therefore,
the technique was not reviewed by the lId Roard. If zn azency disallows an
azount deternined througn use of this audit technique, however, that agency
must accept responsibility for explaining tlie technique end defending its
validity as used in a particular case.



Grantee's Arcurents

Grantee not only questioned in general the use of a projection frou a sanvle as
a besis for disallowaace but argued, in particular, tinat 1) thae legal effect of
a refund to the Federal Guvernment of the funds disallowed woulld be that grantea
was purchasing the eguipuent and the projection provides an inadequate basis for
Jdeternining what specific equipment grantee would be acquiring title to; and

2) since the costs are not identified to specific researcl. ajreements, irantee
is not afforded the oprortunity to demonstrate that the costs arsz in fact allow-
able.

As pointed out in the Board's Order, grantee's first arsuuent fails to consider
that, generally, title to equipment purchasec with grant funds vests in jzrantee
and grantee's accountability for equipment purchased with Federal funds has for
the wost part been vaived (see 45 CFL 74.134 (1974)). Furthernore, FHS ajreed
to pay grantee an equipment use allowance calculated on the azount of the
projected diszllowance. Thus, the effect of failure to identify wuat specific
equipment jrantee would be "purchasingz' with any refund would be uiniual.

Graatee's second arguwent fails to consider that an adjustuient was made to the
sanple for costs waich grantee demonstrated to be allowable subseguant to tuz2
aucit and that an adjustument to thie projection was also .aade. Assuaing the
saiple to be representative of the universe and the adjustment to the projec-
tion to be statistically sound, zrantee would not be bharned by the failure to
identify the projected costs to specific research agreements. 7aius, cur
Jecision inere is aot based on the lack of ilentification of costs to the
spaciiic ayreements.

Grantee's arzuments did, Lhowaver, raise sou:e question as to the fairness of
the teciinigue and emphasize tihe need for deternining whether the sample wvas

rapresentative and the projection statistically sound.

The Sampling Technique

In response to the Order, PHS submitted an Audit Agency letter which described
the sauapling technique as follows:

Ve selected an unrestricted randeca sanple of 172 items in equip-
ment classifications which contained significant proportions of
general purpose equipnent. All items which were not general
puryose equipuent were not audited and treated as acceptable....
Eizht of the 93 itens chargzed to HEW projects were found to be
toth general purpose equipnent and unapproved. In accordance
with acceptabple statistical procedures for projecting the amount
of unallowable costs in such cases, the total unacceptable amount
for the U cases was divided by 172 (the nuuber of sample cases)
to deterniue the average amount of unacceptable cost per item.
Tais average awmount was tien multiplied by the 2,362 items in the
equipuaent classifications selected to arrive at the most liiely
estinate of unacceptable costs. Standard statistical techniques
were utilized to determine thie upper and lower linits at given
levels of confidence. (Audit Agency Letter, pp. 4=53.)
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wulle this description clarified to a certain eitent the aanner in wihich the
sample was used, tue letter failcd to provide the detail, specifically
requested in the Order, regardin; the netiod used to calculate the disallow-
ance and to nrake adjustuents to the projection.

On the issue of whether the sample was truly representative of the universe,

PdS respondied with a conclusory statement that the sanple was representative,
unsupported by any analysis discussing sufficiency of the saample size or the

adequacy of an unrestricted random sample for measuring these costs.

There are other considerations which support reversal here. This is nct a
disallowance of costs associated with one particular project but an extrapola-
tion to all of grantee's !EY grant and coutract projects over a two-year
period. There is nothing to clarify vhetlier conparable requirements aprlied
to all of the projects in a binding way. The PHZ nolicy statements which
applied to at least soume of the projects coutained, as discussed zbove, ambij-
uous provisions. Ve note, in this connection, that all of the diszllowed
sa..ple iteas related to S projects.

Further, as the projection was adjusted for questioned ite.s suosequently
detar.ained to be zllowable, thie ziven assuraace factor charnged from %0 sercent
to 95 percent, then bacl: to 20 percent. Certaiuly, the ascurance factor is
critical in applying any statistical evaluation. The fact that the assurauce
factor here varied casts suspicion on the validity of the statistical techniqus
used. & further inconsistency arises frow the fact that the Audit Agencv
racoaeiued uisallovance of tie mininun projectzd anount but PHS disallowel tie
"nost liliely sinjle estiuate." PYS was specifically aslied whether this was ar
zccantable accounting practice Lut responcded only with vazue statements that it
tliougit the choice of this fi_urc was '"reasonable and fair."

2

Court Cases Nistincuished

as discussed above, 1ia certain circunstances, statistical sampling mav e used
to esteblish an adjudicative fact. The cases cited by PHS on tuis point are,
howaver, distinguishable from this case.

In Geor.ia v. Califano, 446 F, Supp. 404 (D.Ca. 1577), a casge in wiich a
tiecwicaid disallovance of excess physician fees was upield, the Jistrict Court
concluded that the apency's use of statistical sanples there was not arbitrary
and capricious, statiag that "statistical methods are well recognized as
reliable and acceptable evidence in deternining adjulicative facts.' 44e F.
Supp. at 409, Tiue Court further stated, Liowever, that ==

«soto £ind that statistics way be admitted as evidence of a proposi-
tion is not to say that the statistical nodel will always be conclu-
sive. The weight which st be given to such statistical evidence is
necessarily one which must be considered by the fact finders in 1i_ ht

of the practical difficultizs of obtaining a claim by claiz review.

In the instant case, statistical sampling was the only feasible method

of audit {[of] many thousands of claius submitted each ionth 5y cach
state. ... the State coul.d present evilence to challenge the statistical
saiziples of ‘ILl's The State naintains a copy of each phvsician's actuzl
claim. 456 T. 3upp. at &4l1C.
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It appears that it would have been difficult for HEW to audit with respect
to each item of equipment purchased by grantee. Use of the sampling method
here may nonetheless be distinguished from its use in the circumstances
presented in Georgia. First, the sample items in Georgia all related to the
same program. Here, a number of types of projects are involved and different
policies applied to different types and to the two grant years involved. 1In
addition, the nature of the factor audited is distinguishable. The burden
of disproving an average amount of physician overcharges is much less than
the burden of disproving, by actual documentation, an allegation of failure
to obtain approval for purchases of general purpose equipment, particularly
where the definition of "general purpose" is less than clear.

It should also be noted that in Georgia the Court's function was not the same
as that of this Board, which must make findings of fact. Also, the State had
failed to challenge the HEW sample during administrative reconsideration of
the disallowance. Grantee here contested the use of the sample during the
informal appeals process.

In the case of Rosado v. Wyman, 322 F. Supp. 1173 (D.E.D.N.Y. 1970), the Court
also qualified its rellance on statistical sampling, stating:

Statisticians can tell us with some assurance what the reliability
factors and probabilities are. Only the law can decide, as a matter
of procedural and substantive policy, what probabilities will be
required before the courts will change the status quo by granting a
remedy. 322 F. Supp. at 118.

In Rosado, the Court accepted the statistical sample as valid but did so partly
on the basis that all parties had agreed that the results from the sample would
be treated as a uniform result for the entire universe. PHS has not disputed
grantee's statement here that it agreed to the use of a sample only as a basis
for recognizing management deficiencies, not as a basis for projecting the
amount of a cost disallowance.

The Board decision in California State Department of Health, DGAB Docket

No. 78-69-CA-HC, Decision No. 55, May 14, 1979, is also inapposite. That
decision, like Georgia, involved Medicaid overpayments and was based in part
on the reasonableness in that situation of placing a burden on the grantee

of presenting evidence of actual claims. In the California case, both sides
agreed that it would be proper to utilize projections from a sample (taken

by the State). Therefore, that decision is not controlling in this case where
grantee challenges the Audit Agency projection.



Conclusion

For the reasons stated above, grantee's appeal is sustained. The holding does
not, of course, preclude PHS from reauditing the costs involved. In view of
the length of time which has passed since these costs were incurred, however,
any further audit should be performed promptly.

/s/ Clarence M. Coster
/s/ Donald G. Przybylinski

/s/ Norval D. (John) Settle, Panel Chair



