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PART 1-BACKGROUND, PURPOSE, AND APPLICABILITY
BACKGROUND

The Single Audit Act of 1984 established requirements for audits of States, local governments,
and Indian tribal governments that administer Federal financial assistance programs. In 1985,
the Office of Management and Budget (OMB) issued OMB Circular A-128, “Audits of State and
Loca Governments,” to provide implementing guidance. 1n 1990, OMB administratively
extended the single audit process to non-profit organizations by issuing OMB Circular A-133,
“Audits of Institutions of Higher Education and Other Non-Profit Organizations.”

On July 5, 1996, the President signed the Single Audit Act Amendments of 1996 (31 USC
Chapter 75). The 1996 Amendments extended the statutory audit requirement to non-profit
organizations and substantially revised various provisions of the 1984 Act. On June 30, 1997,
OMB issued revisions to Circular A-133 (62 FR 35278) to implement the 1996 Amendments,
extend OMB Circular A-133's coverage to States, local governments, and Indian tribal
governments, and rescind OMB Circular A-128. The 1996 Amendments required the Director,
OMB, to periodically review the audit threshold. On June 27, 2003, OMB amended Circular
A-133 (68 FR 38401) to increase the audit threshold to an aggregate expenditure of $500,000 in
Federal funds and to make changes in the thresholds for cognizant and oversight agencies.
Those changes took effect for fiscal years ending after December 31, 2003. OMB further
amended Circular A-133 on June 26, 2007 (72 FR 35080) to: (1) update internal control
terminology and related definitionsin Circular A-133 and (2) simplify the auditee reporting
package submission requirement.

This Compliance Supplement is based on the requirements of the 1996 Amendments and 1997
revisonsto OMB Circular A-133, which provide for the issuance of a compliance supplement to
assist auditors in performing the required audits. The Senate and House Reports supporting the
1996 Amendments cited studies of the single audit process performed by the Government
Accountability Office, the President’s Council on Integrity and Efficiency and the National State
Auditors Association (NSAA). All three studies supported the need for a current compliance
supplement. The NSAA study stated, “ The Compliance Supplement provides an invaluable tool
to both Federal agencies and auditorsin setting forth the important provisions of Federal
assistance programs. Thistool allows Federal agencies to effectively communicate items that
they believe are important to the successful management of the program and legislative intent.
Such avaluable tool requires constant review and update.”

This document serves to identify existing important compliance requirements that the Federal
Government expects to be considered as part of an audit required by the 1996 Amendments.
Without this Supplement, auditors would need to research many laws and regulations for each
program under audit to determine which compliance requirements are important to the Federal
Government and could have adirect and material effect on aprogram. Providing this
Supplement is a more efficient and cost-effective approach to performing this research. For the
programs contained herein, this Supplement provides a source of information for auditors to
understand the Federal program’ s objectives, procedures, and compliance requirements relevant
to the audit as well as audit objectives and suggested audit procedures for determining
compliance with these requirements.

A-133 Compliance Supplement 11
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This Supplement also provides guidance to assist auditors in determining compliance
requirements relevant to the audit, audit objectives, and suggested audit procedures for programs
not included herein. For single audits, this Supplement replaces agency audit guides and other
audit requirement documents for individual Federal programs.

OMB Circular A-133 provides that Federal agencies are responsible to annually inform OMB of
any updates needed to this Supplement. This responsibility includes ensuring that program
objectives, procedures, and compliance requirements, noncompliance with which could have a
direct and material effect on these individual Federal programs, are provided to OMB for
inclusion in this Supplement, and that agencies keep current these program objectives,
procedures, and compliance requirements (including statutory and regulatory citations). To
facilitate agency efforts to meet this responsibility, Parts 4 and 5 of this Supplement provide a
stand-alone section for each program included in this Supplement, which contains program
objectives, program procedures, and compliance requirements. For some programs a separate
section (1V, “Other Information™) is also included to communicate additional information
concerning the program. For example, when a program allows funds to be transferred to another
program, section IV will provide guidance on how those funds should be treated on the Schedule
of Expenditures of Federal Awards and Type A program determinations. See Appendix IV for a
list of programs that contain this section. These program-specific sections can be updated or
replaced as Federal programs change. Also, sectionswill be included as part of the annual
update for additional programs once the program objectives, program procedures, and
compliance requirements relevant to the program are devel oped.

A-133 Compliance Supplement 1-2
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PURPOSE AND APPLICABILITY (Part 1)
Purpose

This Supplement is effective for audits of fiscal years beginning after June 30, 2007, and
supersedes the OMB Circular A-133 Compliance Supplement dated March 2007.

OMB Circular A-133 describes the non-Federa entity’ s responsibilities for managing Federal
assistance programs (8___.300) and the auditor’ s responsibility with respect to the scope of audit
(8___.500). Auditors are required to follow the provisions of OMB Circular A-133 and this
Supplement.

Applicability
General

Auditors shall consider this Supplement and the referenced laws, regulations, and OMB
Circulars (whether codified by Federal agencies implementing the Circulars in agency
regulations or implemented by other means) in determining the compliance requirements that
could have adirect and material effect on the programsincluded herein. That is, use of this
Supplement is mandatory. Accordingly, adherence to this Supplement satisfies the requirements
of OMB Circular A-133. For program-specific audits performed in accordance with a Federal
agency’s program-specific audit guide, the auditor shall follow such program-specific audit
guide. Finally, for major programs not included in this Supplement, the auditor shall follow the
guidance in Part 7 and use the types of compliance requirementsin Part 3 to identify the
applicable compliance requirements which could have a direct and material effect on the
program.

Update of Requirements

OMB Circular A-133 provides that Federal agencies are responsible for annually informing

OMB of any updates needed to this Supplement. However, auditors should recognize that laws
and regulations change periodically and that delays will occur between such changes and
revisions to this Supplement. Moreover, auditors should recognize that there may be provisions
of contract and grant agreements that are not specified in law or regulation and, therefore, the
specifics of such are not included in this Supplement. For example, the grant agreement may
specify a certain matching percentage or set a priority for how funds should be spent (e.g., a
requirement to not fund certain size projects). Another exampleis a Federal agency imposing
additional requirements on arecipient because it is designated high-risk, in accordance with the
A-102 Common Rule or an agency’ s implementation of Circular A-110 (now included at 2 Code
of Federal Regulations [CFR] part 215) or as part of resolution of prior audit findings.

Accordingly, the auditor should perform reasonable procedures to ensure that compliance
requirements are current and to determine whether there are any additional provisions of contract
and grant agreements that should be covered by an audit under the 1996 Amendments.
Reasonabl e procedures would be inquiry of non-Federal entity management and review of the
contract and grant agreements for programs selected for testing (i.e., major programs).

A-133 Compliance Supplement 1-3



March 2008 Background, Purpose, and Applicability

Safe Harbor Satus

Because the suggested audit procedures were written to be able to apply to many different
programs administered by many different entities, they are necessarily general in nature. Auditor
judgment will be necessary to determine whether the suggested audit procedures are sufficient to
achieve the stated audit objectives or whether additional or alternative audit procedures are
needed. Therefore, the auditor should not consider this Supplement to be a* safe harbor” for
identifying the audit procedures to apply in a particular engagement.

However, the auditor can consider this Supplement a*“safe harbor” for identification of
compliance requirements to be tested for the programs included herein if, as discussed above, the
auditor (1) performs reasonable procedures to ensure that the requirements in this Supplement
are current and to determine whether there are any additional provisions of contract and grant
agreements that should be covered by an audit under the 1996 Amendments, and (2) updates or
augments the requirements contained in this Supplement as appropriate.

Responsibility for Other Requirements

Although the focus of this Supplement is on compliance requirements that could have a direct
and material effect on amajor program, auditors also have responsibility under Generally
Accepted Government Auditing Standards (GAGAYS) for other requirements when specific
information comes to the auditors' attention that provides evidence concerning the existence of
possible noncompliance that could have a material indirect effect on amajor program.
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OVERVIEW OF THISSUPPLEMENT
Matrix of Compliance Requirements (Part 2)

The Matrix of Compliance Requirements (Matrix) identifies the Federal programs and
compliance requirements addressed in this Supplement, and associates the programs with the
applicable compliance requirements. The Matrix also identifies the applicable Federal agency
and Catalog of Federal Domestic Assistance (CFDA) number for each program included in this
Supplement.

Compliance Requirements (Part 3)

Part 3 lists and describes the 14 types of compliance requirements and, except for Special Tests
and Provisions, the related audit objectives that the auditor shall consider in every audit
conducted under OMB Circular A-133, with the exception of program-specific audits performed
in accordance with a Federal agency’ s program-specific audit guide. Suggested audit procedures
are also provided to assist the auditor in planning and performing tests of non-Federal entity
compliance with the requirements of Federal programs. Auditor judgment will be necessary to
determine whether the suggested audit procedures are sufficient to achieve the stated audit
objectives and whether additional or alternative audit procedures are needed. Determining the
nature, timing, and extent of the audit procedures necessary to meet the audit objectivesisthe
auditor’ sresponsibility.

The compliance requirements for Special Tests and Provisions are unique to each Federal
program; therefore, compliance requirements, audit objectives, and suggested audit procedures
for Special Tests and Provisions other than the audit objectives and suggested audit procedures
for internal control are not included in Part 3.

Consistent with the requirements of OMB Circular A-133, this Part includes audit objectives and
suggested audit proceduresto test internal control. However, the auditor must determine the
specific procedures to test internal control on a case-by-case basis considering factors such as the
non-Federal entity’ sinternal control, the compliance requirements, the audit objectives for
compliance, the auditor’ s assessment of control risk, and the audit requirement to test internal
control as prescribed in OMB Circular A-133.

Agency Program Requirements (Part 4)

For each Federal program included in this Supplement, Part 4 discusses program objectives,
program procedures, and compliance requirements that are specific to the program. With the
exception of section I11.N, “ Specia Tests and Provisions,” the auditor shall refer to Part 3 for the
audit objectives and suggested audit procedures that pertain to the compliance requirements
associated with the programs. Since Special Tests and Provisions are unique to the program, the
specific audit objectives and suggested audit procedures for the program are included in Part 4
with the exception of audit objectives and suggested audit procedures for internal control, which
areincluded in Part 3.
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The description of program proceduresis general in nature. Some programs may operate
somewhat differently than described due to: (1) the complexity of governing Federal and State
laws and regulations; (2) the administrative flexibility afforded non-Federal entities; and (3) the
nature, size, and volume of transactionsinvolved. Accordingly, the auditor should obtain an
understanding of the applicable compliance requirements and program procedures in operation at
the non-Federal entity to properly plan and perform the audit.

Clusters of Programs (Part 5)

A cluster of programsis agrouping of closely related programs that have similar compliance
requirements. Thetypes of clusters are: Research and Development (R& D), Student Financial
Aid (SFA), and other clusters. “Other clusters’ are asidentified in this Supplement or
designated in a State award document.

Although the programs within a cluster are administered as separate programs, a cluster of
programs s treated as a single program for the purpose of meeting the audit requirements of

OMB Circular A-133 (8__.105). Part 5 provides compliance requirements, audit objectives, and
suggested audit procedures for R& D and SFA clusters and lists other clusters.

In planning and performing the audit, the auditor should determine whether programs
administered by the non-Federa entity are part of a cluster by referring to the provisions of
Part 5 of this Supplement and the State award documents.

Internal Control (Part 6)

Asacondition of receiving Federal awards, non-Federal entities agree to comply with applicable
laws, regulations, and the provisions of contract and grant agreements, and to maintain internal
control to provide reasonable assurance of compliance with these requirements. OMB Circular
A-133 requires auditors to obtain an understanding of the non-Federal entity’ s internal control
over Federal programs sufficient to plan the audit to support alow assessed level of control risk
for major programs, plan the testing of internal control over major programs to support alow
assessed level of control risk for the assertions relevant to the compliance requirements for each
major program, and, unless internal control is likely to be ineffective, perform testing of internal
control as planned. Part 6 isintended to assist non-Federal entities and their auditorsin
complying with these requirements by presenting characteristics of internal control which may
be used to reasonably ensure compliance with the types of compliance requirementsin Part 3.
The characteristics of internal control presented in Part 6 are neither mandatory nor all-inclusive.

Guidance for Auditing Programs Not Included in this Compliance Supplement (Part 7)

Part 7 provides guidance to auditorsin identifying the compliance requirements and designing
tests of compliance with such requirements for programs not included in this Supplement.

Federal Programs Excluded from the A-102 Common Rule (Appendix I)

This Appendix lists block grants and other programs excluded from the requirements of the
“Uniform Administrative Requirements for Grants and Cooperative Agreementsto State and
Local Governments® (also known as the “A-102 Common Rule”).
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Federal Agency Codification of Certain Governmentwide Grants Requirements
(Appendix I1)

This Appendix provides regulatory citations for Federal agencies codification of the A-102
Common Rule and OMB Circular A-110 (2 CFR part 215), “Uniform Administrative
Requirements for Grants and Agreements With Institutions of Higher Education, Hospitals, and
Other Non-Profit Organizations,” in agency regulations. Some agencies have not codified the
November 1993 revision to OMB Circular A-110, but have provided such policies to grantees
through other means such as grant agreements. This Appendix also includes regulatory citations
for Federal agencies codification of the OMB guidance on nonprocurement suspension and
debarment in 2 CFR part 180, as well as the codification for those agencies still operating under
the predecessor Common Rule on Debarment and Suspension (November 26, 2003).

Federal Agency Contactsfor A-133 Audits (Appendix I11)

This Appendix identifies Federal agency contacts from whom auditors can request information
or materials about Federal programs or the audit requirements of OMB Circular A-133.

Internal Reference Tables (Appendix V)

This Appendix provides alisting of programsin Parts 4 and 5 that include section 1V, “Other
Information.” Thislisting allows the auditor to quickly determine which programs have other
information, such as guidance on Type A and Type B program determination or display on the
Schedule of Expenditures of Federal Awards. This Appendix also indicates that the Medicaid
Cluster isthe only program currently identified as higher risk by OMB pursuant to Circular A-
133,8  .525(c)(2).

List of Changesfor the 2008 Compliance Supplement (Appendix V)

This Appendix provides alist of changes from the OMB Circular A-133 Compliance
Supplement dated March 2007 to this 2008 Supplement.

Disaster Waiversand Special Provisions Affecting Single Audits (Appendix V1)

This Appendix addresses waivers, specia provisions, and program-specific information on the
listed Federal programsin response to Hurricanes Katrina and Rita.

Other OMB Circular A-133 Advisories (Appendix V1)
Reserved.
SAS 70 Examinations of EBT Service Organizations (Appendix VI11)

This Appendix provides guidance on audits of State electronic benefits transfer (EBT) service
providers (service organizations) regarding the issuance, redemption, and settlement of benefits
under the Food Stamps program (CFDA 10.551) in accordance with the American Institute of
Certified Public Accountants (AICPA) Statement on Auditing Standards (SAS) No. 70, Service
Organizations.
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Compliance Supplement Core Team (Appendix 1X)

This Appendix provides alisting of the Compliance Supplement Core Team members who were
responsible for the production of this Supplement.

TECHNICAL INFORMATION
Page Numbering Scheme
The following page numbering scheme is used in this Supplement to facilitate future revisions.

Each page included in Parts 1, 2, 3 (Introduction), 6 (Introduction), and 7 isidentified by alabel
that represents the part number and sequential page number. A dash (-) separates the part
number from the page number. For example, Part 1 is numbered asfollows: 1-1, 1-2, 1-3, and so
on.

Each page included in Parts 3 (excluding the Introduction), 4, 5, and 6 (excluding the
Introduction) isidentified by alabel that represents the part number, section number identifier,
and sequential page number. For example, Section A of Part 3 is numbered 3-A-1, 3-A-2, 3-A-3,
and so on. The section number identifier for Part 4 represents the CFDA number of the
applicable program. For example, the Department of Labor’s Unemployment Insurance program,
CFDA number 17.225, is numbered 4-17.225-1, 4-17.225-2, 4-17.225-3, and so on.

Code of Federal Regulations

The CFR isacodification of the rulesissued by Federal agencies. The CFR isdivided into
50 titles, which comprise the broad areas subject to Federal regulation. Each title is further
divided into parts and sections, with most references to the CFR being made at this level.

Portions of the CFR are revised daily and these changes are published in the Federal Register.
However, arevised version of the CFR is published only once each calendar year, on a quarterly
basis asfollows: titles 1-16 on January 1, titles 17-27 on April 1, titles 28-41 on July 1, and
titles 42-50 on October 1.

In the event that changes to a particular section of atitle have changed since the last published
update of that section, a notation is made in the List of CFR Sections Affected (LSA), whichis
published monthly. The LSA cites the Federal Register page number that contains the changes
to the CFR section.

In order to obtain the most current regulations, the user should consult not only the latest version
of the CFR, but also the L SA issued in the current month. The Federal Register home page
(http://www.gpoaccess.gov/naralindex.html) offers links to both the Federal Register and the
CFR. An éelectronic CFR (e-CFR) is available at http://www.gpoaccess.gov/ecfr/. Thee-CFR is
an unofficial editorial compilation of CFR material and Federal Register amendments. Itisa
current, daily updated version of the Code of Federal Regulations (CFR); however, it isnot an
official legal edition of the CFR. Please note that on-line versions of the CFR may not be the
most current available.

A-133 Compliance Supplement 1-8


http://www.gpoaccess.gov/nara/index.html
http://www.gpoaccess.gov/ecfr/

March 2008 Background, Purpose, and Applicability

HOW TO OBTAIN ADDITIONAL GUIDANCE

Guidance to assist auditors in performing audits in accordance with OMB Circular A-133 can be
obtained from the following sources.

Office of Management and Budget

The following information is located under the grants management heading on OMB’ s Internet
home page (http://www.omb.gov).

—  OMB publications, including OMB Circulars and this Supplement for audits under OMB
Circular A-133.

—  SF-SAC, Data Coallection Formfor Reporting on Audits of Sates, Local Governments, and
Non-Profit Organizations.

—  Cadification of Certain Governmentwide Grants Requirements by Department (including
the A-102 Common Rule and OMB Circular A-110 (2 CFR part 215)).

General Services Administration (GSA)
—  Catalog of Federal Domestic Assistance (CFDA).

A searchable copy of the CFDA and a pdf version are available through the Internet on the GSA
Home Page (http://www.gsa.gov/cfda). The CFDA isalso available on machine-readable
magnetic tape, high-density floppy diskettes and CD-ROM from GSA at 202-208-4296).

Government Printing Office (GPO)

Superintendent of Documents
P.O. Box 371954

Pittsburgh, PA 15250-7954
Telephone: (202) 512-1800

—  Government Auditing Standards (stock number 020-000-00-265-4).
—  March 2008 Circular A-133 Compliance Supplement (stock number: 041-001-00658-3).
I nspectors Gener al

|Gnet Home Page on the Internet (http://www.ignet.gov) contains an Inspector General Directory
and the Inspector General Act.

Federal Audit Clearinghouse

The Federal Audit Clearinghouse acts as an agent for OMB to: (1) establish and maintain a
governmentwide database of single audit results and related Federal award information;

(2) serve asthe Federal repository of single audit reports; and (3) distribute single audit reportsto
Federal agencies.
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The Clearinghouse maintains a site on the Internet at http://harvester.census.gov/sac/. For Data
Collection Form (SF-SAC) and OMB Circular A-133 submission questions, contact the Federal
Audit Clearinghouse by e-mail (govs.fac@census.gov), phone (301-763-1551 (voice) and 800-
253-0696 (toll free)), or fax 301-457-1592. For questions regarding previous submissions,
contact the Federal Audit Clearinghouse Processing Unit at 888-222-9907. The Form SF-SAC
and A-133 submission should be mailed to Federal Audit Clearinghouse, 1201 E. 10th Street,
Jeffersonville, IN 47132.
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PART 2-MATRIX OF COMPLIANCE REQUIREMENTS
INTRODUCTION

This Part identifies the compliance requirements that are applicable to the programsincluded in
this Supplement. Because Part 4 (Agency Program Requirements) and Part 5 (Clusters of
Programs) do not include guidance for all types of compliance requirements that pertain to the
program (see introduction to Part 4 for additional information), the auditor should use this Part 2
to identify the types of compliance requirements that apply. The box for each type of
compliance requirement will either contain a“Y” (for “Yes’ if the type of compliance
requirement may apply) or be shaded (if the program normally does not have activity subject to
thistype of compliance requirement).

Even though a“Y” indicates that the compliance requirement applies to the Federal program, it
may not apply at a particular non-Federal entity, either because that entity does not have activity
subject to that type of compliance requirement or the activity could not have a material effect on
amajor program. For example, even though Real Property Acquisition/Relocation Assistance
may apply to a particular program, it would not apply to a non-Federal entity that did not acquire
real property covered by the Uniform Relocation Assistance and Real Property Acquisition
PoliciesAct. Similarly, a“Y” may be included under Procurement; however, the audit would
not be expected to address this type of compliance requirement if the non-Federal entity charges
only small amounts of purchasesto amajor program. The auditor should exercise professional
judgment when determining which compliance requirements marked “Y” need to be tested at a
particular non-Federal entity.

When a“Y” is present on the matrix and the auditor determines that the requirement should be
tested at a non-Federal entity, the auditor should use Part 3, Compliance Requirements, and Part
4 (or 5), if applicable, in planning and performing the tests of compliance. For example, if a
program entry in the matrix includesa“Y” in the Program Income column, Part 3 provides a
general description of the compliance requirement. Part 3 also provides the audit objective and
the suggested audit procedures for testing program income. Part 4 (or 5) may aso include
specific information on program income requirements pertaining to the program, such as
restrictions on how program income may be used. Part 6, Internal Control, may be useful in
assessing control risk and designing tests of internal control with respect to each applicable
compliance requirement.

When a compliance requirement is shaded in the matrix, it normally does not apply to the
program. However, if specific information comes to the auditor’ s attention (e.g., during the
normal review of the grant agreement or discussions with management) that provides evidence
that a compliance requirement shaded in the matrix could have a material effect on amajor
program, the auditor would be expected to test the requirement. This circumstance should arise
infrequently.
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Matrix of Compliance Requirements

Types of Compliance Requirements

F
. . N.
CF DA A B. C. D. E. Equipment G. H. Proclureme J. « L. M.
and nt Real
Real Matching, Period of and Property Foecial
Activities Allowable Cash Davis- Property Level of Availability Suspension Acquisition/ Tests
Allowed or Costs/Cost Manageme Bacon Manageme Effort, of Federal and Program Relocation Subrecipient And
Unallowed Principles nt Act Eligibility nt Earmarking Funds Debarment Income Assistance Reporting Monitoring Provisions
10 — United States Department of Agriculture (USDA)
10.001* Y Y Y Y Y Y Y Y Y
10.500 Y Y Y Y Y Y Y Y Y Y
10.551 See
10.561 Y Y Y Part 4 Y Y Y Y Y Y Y
10.553
10.555
10.556
10.559 Y Y Y Y Y Y Y Y Y Y Y Y
10.557 Y Y Y Y Y Y Y Y Y Y Y
10.558 Y Y Y Y Y Y Y Y Y Y Y
10.566 Y Y Y Y Y Y Y Y Y Y Y
10.568
10.569 Y Y Y Y Y Y Y Y Y Y Y
10.665
10.666 Y Y Y Y Y
10.760 Y Y Y Y Y Y Y Y
10.766 Y Y Y Y Y Y Y
11 — Department of Commer ce (DOC)
11.300
11.307 Y Y Y Y Y Y Y Y Y Y Y Y Y
11.555 Y Y Y Y Y Y Y Y Y
12 — Department of Defense (DoD)
4L v | vy | vy [ vy | | v [ v [ v | v [ vy | Y
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Types of Compliance Requirements
F.
l. K. N.
CF DA A B. C. D. E. Equipment G. H. Procureme J. L. M.
and nt Real
Real Matching, Period of and Property Foecial
Activities Allowable Cash Davis- Property Level of Availability Suspension Acquisition/ Tests
Allowed or Costs/Cost Manageme Bacon Manageme Effort, of Federal and Program Relocation Subrecipient And
Unallowed Principles nt Act Eligibility nt Earmarking Funds Debarment Income Assistance Reporting Monitoring Provisions
14 — Department of Housing and Urban Development (HUD)
14.157 Y Y Y Y Y Y Y Y Y
14.169 Y Y Y Y Y Y Y Y
14.181 Y Y Y Y Y Y Y Y Y
14.182
14.195
14.249
14.856 Y Y Y Y Y Y
14.218
14.219 Y Y Y Y Y Y Y Y Y Y Y Y Y
14.228 Y Y Y Y Y Y Y Y Y Y Y Y Y
14.231 Y Y Y Y Y Y Y Y Y Y Y Y
14.235 Y Y Y Y Y Y Y Y Y Y Y Y Y
14.238 Y Y Y Y Y Y Y Y Y Y Y Y Y Y
14.239 Y Y Y Y Y Y Y Y Y Y Y Y Y Y
14.241 Y Y Y Y Y Y Y Y Y Y Y Y Y
14.850 Y Y Y Y Y Y Y Y
14.862 Y Y Y Y Y Y Y Y Y Y Y Y
14.866 Y Y Y Y Y Y Y Y Y Y Y Y
14.867 Y Y Y Y Y Y Y Y Y Y Y Y Y Y
14.871 Y Y Y Y Y Y Y
14.872 Y Y Y Y Y Y Y Y Y
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Matrix of Compliance Requirements

Types of Compliance Requirements
F.
l. K. N.
CF DA A B. C. D. E. Equipment G. H. Procureme J. L. M.
and nt Real
Real Matching, Period of and Property Foecial
Activities Allowable Cash Davis- Property Level of Availability Suspension Acquisition/ Tests
Allowed or Costs/Cost Manageme Bacon Manageme Effort, of Federal and Program Relocation Subrecipient And
Unallowed Principles nt Act Eligibility nt Earmarking Funds Debarment Income Assistance Reporting Monitoring Provisions
15 — Department of the Interior (DOI)
15.021 Y Y Y Y Y Y Y Y
15.022 Y Y Y Y Y Y Y Y Y
15.030 Y Y Y Y Y Y Y Y
15.042 Y Y Y Y Y Y Y
15.426 Y Y Y Y Y Y Y Y Y Y
15.605
15.611 Y Y Y Y Y Y Y Y Y Y Y Y
15.614 Y Y Y Y Y Y Y Y Y Y Y
16 — Department of Justice (DOJ)
16.710 Y Y Y Y Y Y Y Y Y
16.738 Y Y Y Y Y Y Y Y Y
17 — Department of Labor (DOL)
17.207
17.801
17.804 Y Y Y Y Y Y Y Y Y
17.225 Y Y Y Y Y Y Y Y Y Y Y
17.235 Y Y Y Y Y Y Y Y Y Y Y
17.245 Y Y Y Y Y Y Y Y Y Y
17.253 Y Y Y Y Y Y Y Y Y Y Y Y
17.258
17.259
17.260 Y Y Y Y Y Y Y Y Y Y Y
17.263 Y Y Y Y Y Y Y Y Y Y Y
17.264 Y Y Y Y Y Y Y Y Y Y Y
17.265 Y Y Y Y Y Y Y Y Y Y Y
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Matrix of Compliance Requirements

Types of Compliance Requirements
F.
l. K. N.
CF DA A B. C. D. E. Equipment G. H. Procureme J. L. M.
and nt Real
Real Matching, Period of and Property Foecial
Activities Allowable Cash Davis- Property Level of Availability Suspension Acquisition/ Tests
Allowed or Costs/Cost Manageme Bacon Manageme Effort, of Federal and Program Relocation Subrecipient And
Unallowed Principles nt Act Eligibility nt Earmarking Funds Debarment Income Assistance Reporting Monitoring Provisions
20 — Department of Transportation (DOT)
20.106 Y Y Y Y Y Y Y Y Y Y Y Y Y
20.205 Y Y Y Y Y Y Y Y Y Y Y Y Y
23.003
20.500
20.507 Y Y Y Y Y Y Y Y Y Y Y Y Y
20.509 Y Y Y Y Y Y Y Y Y Y Y Y Y Y
20.513
20.516
20.521 Y Y Y Y Y Y Y Y Y Y Y Y Y Y
20.600
20.601
20.602
20.603
20.604
20.605
20.609
20.610
20.611
20.612
20.613 Y Y Y Y Y Y Y Y Y Y
21 — Department of the Treasury (TREAS)
21.020|Y|Y|Y| |YYY Y Y | v
45 — National Endowment for the Humanities (NEH)
45.129||Y |Y |Y | | Y Y Y Y Y Y Y
66 — Environmental Protection Agency (EPA)
66.458 Y Y Y Y Y Y Y Y Y Y Y Y
66.468 Y Y Y Y Y Y Y Y Y Y Y Y
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Matrix of Compliance Requirements

Types of Compliance Requirements
F.
l. K. N.
CF DA A B. C. D. E. Equipment G. H. Procureme J. L. M.
and nt Real
Real Matching, Period of and Property Foecial
Activities Allowable Cash Davis- Property Level of Availability Suspension Acquisition/ Tests
Allowed or Costs/Cost Manageme Bacon Manageme Effort, of Federal and Program Relocation Subrecipient And
Unallowed Principles nt Act Eligibility nt Earmarking Funds Debarment Income Assistance Reporting Monitoring Provisions
81 — Department of Energy (DOE)
gro2 [ vy | Y | Y Y Y Y Y Y Y Y
84 — Department of Education (ED)
84.002 Y Y Y Y Y Y Y Y Y Y
84.010 Y Y Y Y Y Y Y Y Y Y Y
84.011 Y Y Y Y Y Y Y Y Y Y Y
84.027
84.173 Y Y Y Y Y Y Y Y Y Y
84.032- Y Y Y
G
84.032- Y Y Y Y
L
84.041 Y Y Y Y Y Y
84.042
84.044
84.047
84.066
84.217 Y Y Y Y Y Y Y Y Y
84.048 Y Y Y Y Y Y Y Y Y Y Y Y
84.126 Y Y Y Y Y Y Y Y Y Y Y Y
84.181 Y Y Y Y Y Y Y Y
84.186 Y Y Y Y Y Y Y Y Y Y
84.282 Y Y Y Y Y Y Y Y Y Y
84.287 Y Y Y Y Y Y Y Y Y Y Y Y
84.288
84.290
84.291 Y Y Y Y Y Y Y Y Y
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Matrix of Compliance Requirements

Types of Compliance Requirements
F.
CFDA A B. c D. E Equipment G. H. proireme J K' L. M. "
and nt Real
Real Matching, Period of and Property Foecial
Activities Allowable Cash Davis- Property Level of Availability Suspension Acquisition/ Tests
Allowed or Costs/Cost Manageme Bacon Manageme Effort, of Federal and Program Relocation Subrecipient And
Unallowed Principles nt Act Eligibility nt Earmarking Funds Debarment Income Assistance Reporting Monitoring | Provisions
84.298 Y Y Y Y Y Y Y Y Y Y
84.318 Y Y Y Y Y Y Y Y Y Y
84.357 Y Y Y Y Y Y Y Y Y Y
84.365 Y Y Y Y Y Y Y Y Y Y
84.366 Y Y Y Y Y Y Y Y Y Y
84.367 Y Y Y Y Y Y Y Y Y Y
84.938 Y Y Y Y Y Y Y Y Y Y Y
93 — Department of Health and Human Services (HHS)
93.044
93.045
93.053 Y Y Y Y Y Y Y Y Y Y Y Y
93.153 Y Y Y Y Y Y Y Y Y
93.210 Y Y Y Y Y
93.217 Y Y Y Y Y Y Y Y Y Y
93.224 Y Y Y Y Y Y Y Y Y Y
93.268 Y Y Y Y Y Y Y Y Y
93.556 Y Y Y Y Y Y Y Y Y
93.558 Y Y Y Y Y Y Y Y Y Y Y Y
93.563 Y Y Y Y Y Y Y Y Y Y Y Y
93.566 Y Y Y Y Y Y Y
93.568 Y Y Y Y Y Y Y Y Y
93.569 Y Y Y Y Y Y Y Y Y Y
93.575
93.596 Y Y Y Y Y Y Y Y Y Y Y
93.600 Y Y Y Y Y Y Y Y Y Y Y Y
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Types of Compliance Requirements
F.
l. K. N.
CF DA A B. C. D. E. Equipment G. H. Procureme J. L. M.
and nt Real
Real Matching, Period of and Property Foecial
Activities Allowable Cash Davis- Property Level of Availability Suspension Acquisition/ Tests
Allowed or Costs/Cost Manageme Bacon Manageme Effort, of Federal and Program Relocation Subrecipient And
Unallowed Principles nt Act Eligibility nt Earmarking Funds Debarment Income Assistance Reporting Monitoring Provisions
93.645 Y Y Y Y Y Y Y
93.658 Y Y Y Y Y Y Y Y Y Y
93.659 Y Y Y Y Y Y Y Y Y Y
93.667 Y Y Y Y Y Y Y
93.767 Y Y Y Y Y Y Y Y Y Y
93.775
93.776
93.777
93.778 Y Y Y Y Y Y Y Y Y Y Y
93.794 Seeindividual State demonstration agreement and use Part 7
93.889 Y Y Y Y Y Y Y Y Y
93.914 Y Y Y Y Y Y Y Y Y Y
93.917 Y Y Y Y Y Y Y Y Y Y Y
93.918 Y Y Y Y Y Y Y Y Y
93.958 Y Y Y Y Y Y Y Y Y Y
93.959 Y Y Y Y Y Y Y Y Y Y
93.991 Y Y Y Y Y Y Y Y Y Y
93.994 Y Y Y Y Y Y Y Y Y Y
94 — Corporation for National and Community Service (CNCS)
94.006 Y Y Y Y Y Y Y Y Y Y
94.011
94.016 Y Y Y Y Y Y Y Y Y
96 — Social Security Administration (SSA)
96.001
96.006 Y Y Y Y Y Y Y
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Types of Compliance Requirements
F.
l. K. N.
CF DA A B. C. D. E. Equipment G. H. Procureme J. L. M.
and nt Real
Real Matching, Period of and Property Foecial
Activities Allowable Cash Davis- Property Level of Availability Suspension Acquisition/ Tests
Allowed or Costs/Cost Manageme Bacon Manageme Effort, of Federal and Program Relocation Subrecipient And
Unallowed Principles nt Act Eligibility nt Earmarking Funds Debarment Income Assistance Reporting Monitoring Provisions
97 — Department of Homeland Security (DHS)
97.008 Y Y Y Y Y Y Y Y Y Y
97.036 Y Y Y Y Y Y Y Y Y Y Y
97.039 Y Y Y Y Y Y Y Y Y Y Y
97.004 Y Y Y Y Y Y Y Y Y Y
97.067
97.109 Y Y Y Y Y Y Y
98 — United States Agency for International Development (USAID)
98.007
98.008 Y Y Y Y Y Y Y Y Y
Clustersof Programs
R&D Y Y Y Y Y Y Y Y Y Y Y Y Y
SFA Y Y Y Y Y Y Y Y Y Y
Legend:
Y Y es, this type of compliance regquirement may apply to the Federal program.
Shaded box I ndicates the program normally does not have activity subject to this type of compliance requirement.

Program does not have a CFDA number, so the Part 4 page number is used.
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PART 3—COMPLIANCE REQUIREMENTS
INTRODUCTION

The objectives of most compliance requirements for Federal programs administered by States,
local governments, Indian tribal governments, and non-profit organizations are generic in nature.
For example, most programs have eligibility requirements for individuals or organizations.
While the criteriafor determining eligibility vary by program, the objective of the compliance
requirement that only eligible individuals or organizations participate is consistent across all
programs.

Rather than repeat these compliance requirements, audit objectives, and suggested audit
procedures for each of the programs contained in Part 4 — Agency Program Requirements and
Part 5 — Clusters of Programs, they are provided once in this part. For each program in this
Compliance Supplement (this Supplement), Part 4 or Part 5 contains additional information
about the compliance requirements that arise from laws and regulations applicable to each
program, including the requirements specific to each program that should be tested using the
guidance in this part.

Administrative Requirements

The administrative requirements that apply to most programs arise from two sources. the
“Uniform Administrative Requirements for Grants and Cooperative Agreements to State and
Loca Governments’ (also known as the “A-102 Common Rule”) and 2 CFR part 215 (hereafter,
OMB Circular A-110), “Uniform Administrative Requirements for Grants and Agreements with
Institutions of Higher Education, Hospitals, and Other Non-Profit Organizations,” and the
agencies codification (or other form of implementation) of OMB Circular A-110. The
applicable guidance followed depends on the type of organization undergoing audit. Other
administrative compliance requirements unique to a single program or a cluster of programs are
provided in the Special Tests and Provisions sections of Parts 4 and 5.

State, Local, and Indian Tribal Gover nments

Governmentwide guidance for administering grants and cooperative agreements to States, local
governments, and Indian tribal governments is contained in the A-102 Common Rule, which was
codified by each Federal funding agency in itstitle of the Code of Federal Regulations. The
A-102 Common Rule section numbers are referred to without the Federal agency’ s part number
(e.g.,8 .37 would refer to sectionsin al agency regulations). This allows auditorsto refer to
the same section numbers when discussing administrative issues with different Federal funding
agencies.

These requirements, which incorporate the cost principles by reference, apply to all grants and
subgrants to governments, except grants and subgrants to State or local (public) institutions of
higher education and hospitals, and except where they are inconsistent with Federal statutes or
with regul ations authorized in accordance with the exception provision of the A-102 Common
Rule. Block grants authorized by the Omnibus Budget Reconciliation Act of 1981 and severa
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other specifically identified programs are exempted from the A-102 Common Rule. Appendix |
to this Supplement specifies legislation and programs where exclusions exist.

In some cases the A-102 Common Rule permits States to follow their own laws and procedures,
e.g., when addressing equipment management. These are noted in the sections that follow. The
auditor will haveto refer to an individual State' srulesin those situations.

Non-Profit Organizations

The major source of requirements applicable to institutions of higher education, hospitals and
other non-profit organizationsis OMB Circular A-110, which incorporates the cost principles by
reference. The provisions of OMB Circular A-110 are codified in agency regulations, generally
following the section numbersin the circular. The OMB Circular A-110 section numbers are
referenced in amanner similar to the A-102 Common Rule references. However, unlike the
A-102 Common Rule, with OMB approval, agencies could modify certain provisions of A-110
to meet their special needs. OMB Circular A-110 states “Federal agencies responsible for
awarding and administering grants . . . shall adopt the language in the circular unless different
provisions are required by Federal statute or are approved by OMB.” Subpart A,8 .4, of
OMB Circular A-110 states that “ Federal awarding agencies may apply more restrictive
requirements to a class of recipients when approved by OMB.” Federal awarding agencies may
apply less restrictive requirements when awarding small awards, except for those requirements
which are statutory. Exceptions on a case-by-case basis may also be made by Federal awarding
agencies.

Appendix |1 to this supplement contains alist of agencies that have codified OMB Circular
A-110 and the CFR citations for these codifications. These remain unchanged by the reissuance
of A-110in Title 2 of the CFR. Auditors should continue to reference A-110 provisions and
agency implementing citations, as appropriate.

Subrecipients

Governmental subrecipients are subject to the provisions of the A-102 Common Rule. However,
the A-102 Common Rule permits States to impose their own requirements on their governmental
subrecipients, e.g., equipment management or procurement. Thus, in some circumstances, the
auditor may need to refer to State rules and regulations rather than Federal requirements.

All subrecipients who are institutions of higher education, hospitals, or other non-profits,
regardless of the type of organization making the subaward, shall follow the provisions of OMB
Circular A-110, asimplemented by the agency, when awarding or administering subgrants
except under block grants authorized by the Omnibus Budget Reconciliation Act of 1981 and the
Job Training Partnership Act where State rules apply instead.
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Compliance Requirements, Audit Objectives, and Suggested Audit Procedures

Auditors shall consider the compliance requirements and related audit objectivesin Part 3 and
Part 4 or 5 (for programs included in this Supplement) in every audit of non-Federal entities
conducted under OMB Circular A-133, with the exception of program-specific audits performed
in accordance with a Federal agency’ s program-specific audit guide. In making a determination
not to test a compliance requirement, the auditor must conclude that the requirement either does
not apply to the particular non-Federal entity or that noncompliance with the requirement could
not have amaterial effect on amajor program (e.g., the auditor would not be expected to test
Procurement if the non-Federal entity charges only small amounts of purchasesto a maor
program). The descriptions of the compliance requirementsin Parts 3, 4, and 5 are generally a
summary of the actual compliance requirements. The auditor should refer to the referenced
citations (e.g., laws and regulations) for the compl ete statement of the compliance requirements.

The suggested audit procedures are provided to assist auditors in planning and performing tests
of non-Federal entity compliance with the requirements of Federal programs. Auditor judgment
will be necessary to determine whether the suggested audit procedures are sufficient to achieve
the stated audit objective and whether additional or alternative audit procedures are needed.

The suggested procedures are in lieu of specifying audit procedures for each of the programs
included in this Supplement. This approach has several advantages. Firdt, it provides guidelines
to assist auditorsin designing audit procedures that are appropriate in the circumstance. Second,
it helps auditors develop audit procedures for programs that are not included in this Supplement.
Finally, it smplifies future updates to this Supplement.

The suggested audit procedures for compliance testing may be accomplished using dual -purpose
testing.

I nternal Control

Consistent with the requirements of OMB Circular A-133, this Part includes generic audit
objectives and suggested audit procedures to test internal control. However, the auditor must
determine the specific procedures to test internal control on a case-by-case basis considering
factors such as the non-Federal entity’sinternal control, the compliance requirements, the audit
objectives for compliance, the auditor’ s assessment of control risk, and the audit requirement to
test internal control as prescribed in OMB Circular A-133.

The suggested audit procedures for internal control testing may be accomplished using dual-
purpose testing.

A-133 Compliance Supplement 34



March 2008 Compliance Requirements

Improper Payments

Under OMB budgetary guidance and Public Law (Pub. L.) No. 107-300, Federal agencies are
required to review Federal awards and, as applicable, provide an estimate of improper payments.
Improper payments mean:

1 Any payment that should not have been made or that was made in an incorrect
amount (including overpayments and underpayments) under statutory,
contractual, administrative, or other legally applicable requirements, and includes
any payment to an ineligible recipient; and

2. Any payment for an ineligible service, any duplicate payment, any payment for
services not received, and any payment that does not account for credit for
applicable discounts.

Auditors should be alert to improper payments, particularly when testing the following parts of
section I11. - A, “Activities Allowed or Unallowed;” B, “Allowable Costs/Cost Principles;”
E, “Eligibility;” and, in some cases N, “ Specia Tests and Provisions.”
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A. ACTIVITIESALLOWED OR UNALLOWED

Compliance Requirements

The specific requirements for activities allowed or unallowed are unique to each Federal
program and are found in the laws, regulations, and the provisions of contract or grant
agreements pertaining to the program. For programs listed in this Supplement, the specific
requirements of the governing statutes and regulations are included in Part 4 — Agency Program
Requirements or Part 5 — Clusters of Programs, as applicable. Thistype of compliance
requirement specifies the activities that can or cannot be funded under a specific program.

Audit Objectives

1 Obtain an understanding of internal control, assess risk, and test internal control as
required by OMB Circular A-133 8§ .500(c).

2. Determine whether Federal awards were expended only for allowable activities.
Suggested Audit Procedures—Internal Control

1 Using the guidance provided in Part 6 — Internal Control, perform procedures to obtain an
understanding of internal control sufficient to plan the audit to support alow assessed
level of control risk for the program.

2. Plan the testing of internal control to support alow assessed level of control risk for
activities allowed or unallowed and perform the testing of internal control as planned. If
internal control over some or al of the compliance requirementsis likely to be
ineffective, see the alternative proceduresin 8 .500(c)(3) of OMB Circular A-133,
including assessing the control risk at the maximum and considering whether additional
compliance tests and reporting are required because of ineffective internal control.

3. Consider the results of the testing of internal control in assessing the risk of
noncompliance. Use this asthe basis for determining the nature, timing, and extent (e.g.,
number of transactions to be selected) of substantive tests of compliance.

Suggested Audit Procedures— Compliance

1. Identify the types of activities which are either specifically allowed or prohibited by the
laws, regulations, and the provisions of contract or grant agreements pertaining to the
program.

2. When allowability is determined based upon summary level data, perform procedures to

verify that:

a Activities were allowable.

b. Individual transactions were properly classified and accumulated into the activity
total.
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3. When allowability is determined based upon individual transactions, select a sample of

transactions and perform procedures to verify that the transaction was for an allowable
activity.

4, The auditor should be alert for large transfers of funds from program accounts which may
have been used to fund unallowable activities.
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B. ALLOWABLE COSTS/COST PRINCIPLES
Applicability of OMB Cost Principles Circulars

The following OMB cost principles circulars prescribe the cost accounting policies associated
with the administration of Federal awards by: (1) States, local governments, and Indian tribal
governments (State rules for expenditures of State funds apply for block grants authorized by the
Omnibus Budget Reconciliation Act of 1981 and for other programs specified in Appendix I);

(2) institutions of higher education; and (3) non-profit organizations. Federal awards
administered by publicly owned hospitals and other providers of medical care are exempt from
OMB’s cost principles circulars, but are subject to requirements promulgated by the sponsoring
Federal agencies (e.g., the Department of Heath and Human Services 45 CFR part 74,

Appendix E). The cost principles applicable to a non-Federal entity apply to all Federal awards
received by the entity, regardless of whether the awards are received directly from the Federal
Government or indirectly through a pass-through entity. The circulars describe selected cost
items, allowable and unallowable costs, and standard methodol ogies for calculating indirect costs
rates (e.g., methodol ogies used to recover facilities and administrative costs (F&A) at institutions
of higher education). Federal awards include Federal programs and cost-type contracts and may
be in the form of grants, contracts, and other agreements.

The three cost principles circulars are as follows:

e OMB Circular A-87,"“Cost Principlesfor State, Local, and Indian Tribal
Governments’ (2 CFR part 225).

e OMB Circular A-21, “Cost Principlesfor Educational Institutions’ (2 CFR part
220) — All institutions of higher education are subject to the cost principles contained
in OMB Circular A-21, which incorporates the four Cost Accounting Standards
Board (CASB) Standards and the Disclosure Statement (DS-2) requirements, as
described in OMB Circular A-21, sections C.10 through C.14 and Appendices A and
B.

e OMB Circular A-122, “Cost Principlesfor Non-Profit Organizations’ (2 CFR
part 230) — Non-profit organizations are subject to OMB Circular A-122, except
those non-profit organizations listed in OMB Circular A-122, Attachment C that are
subject to the commercia cost principles contained in the Federal Acquisition
Regulation (FAR). Also, by contract terms and conditions, some non-profit
organizations may be subject to the CASB’ s Standards and the Disclosure Statement
(DS-1) requirements.

Although these cost principles circulars have been reissued in Title 2 of the CFR for ease of
access, this Supplement refers to them by the circular title and numbering. Auditors should refer
to them in the same manner.
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The cost principles articulated in the three OMB cost principles circulars are in most cases
substantially identical, but afew differences do exist. These differences are necessary because of
the nature of the Federal/State/local/non-profit organizational structures, programs administered,
and breadth of services offered by some grantees and not others. Exhibit 1 of this part of the
Supplement, Selected Items of Cogt, lists the treatment of the selected cost itemsin the different
circulars.
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LIST OF SELECTED ITEMSOF COST CONTAINED IN OMB COST PRINCIPLES
CIRCULARS (Amended effective June 9, 2004)

The following exhibit provides an updated listing of selected items of cost contained in each of

the OMB cost principles circulars based on the changes contained in the Federal Register notice
dated May 10, 2004 (69 FR 25970-25995)
(http://www.whitehouse.gov/omb/fedreq/2004/040510 cost_principles.pdf). The primary

changes are deletion of items, changes in language for consistency, and extension of certain
items previously only in one or more—but not all—sets of OMB cost principles to another set(s)
of OMB cost principles. Although these changes minimized the number of non-substantive
differences among the OMB cost principles, there remain several cost itemsthat are unique to
one type of entity (e.g., commencement and convocation costs are applicable only to

universities).

The exhibit lists the selected items of cost along with a cursory description of their allowability.
The numbers in parentheses refer to the cost item in the applicable circular, asrevised. The
reader is strongly cautioned not to rely exclusively on the summary but to place primary reliance
on the referenced circular text.

Selected Items of Cost
Exhibit 1 (amended 6/04)

OMB Circular A-87,

OMB Circular A-122,

Attachment B OMB Circular A-21, Attachment B
Sate, Local, & Indian Section J Non-Profit
Slected Cost Item Tribal Gov'ts Educational Institutions Organizations
Advertising and (1) Allowablewith (1) Allowablewith (2)-Allowable with
public relations restrictions restrictions restrictions

costs

Advisory councils

(2)-Allowable with
restrictions

(2) Allowable with
restrictions

(2) Allowable with
restrictions

Alcoholic (3)-Unallowable (3)-Unalowable (3)-Unalowable
beverages
Alumni/ae Not specifically addressed (4)-Unallowable Not specifically
activities addressed
Audit costs and (4)-Allowable with (5)-Allowable with (4)-Allowable with

related services

restrictions and as
addressed in OMB
Circular A-133

restrictions and as
addressed in OMB
Circular A-133

restrictions and as
addressed in OMB
Circular A-133

Bad debts

(5)-Unallowable

(6)-Unallowable

(5)-Unallowable

Bonding costs

(6)-Allowable with

(7) Allowable with

(6)-Allowable with

restrictions restrictions restrictions
Commencement Not specifically addressed (8)-Unallowable with Not specifically
and convocation exceptions addressed
costs
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Selected Items of Cost
Exhibit 1 (amended 6/04)

OMB Circular A-87, OMB Circular A-122,
Attachment B OMB Circular A-21, Attachment B
Sate, Local, & Indian Section J Non-Profit
Selected Cost Item Tribal Gov'ts Educational Institutions Organizations
Communication (7)-Allowable (9)-Allowable (7)-Allowable

costs

Compensation for
personal services

(8)-Unique criteriafor
support

(10)-Unique criteriafor
support

(8)-Unique criteriafor
support

Compensation for
personal services -
organization-
furnished
automobile

Not specifically addressed

(20.g)- Unallowable for
that portion of costs
attributed to personal use

(8.9)- Unalowablefor
that portion of costs
attributed to personal use

Compensation for
personal services -
sabbatical leave
costs

Not specifically addressed

(10.f(4))- Allowable with
restrictions

Not specifically
addressed

Compensation for

(8)-Allowable with

(10.h)-Allowable with

(8.K)-Allowable with

personal services - restrictions restrictions restrictions
Severance pay
Contingency (9)-Unallowable with (11)-Unallowable with (9)-Unallowable with
provisions exceptions exceptions exceptions
Deans of faculty Not addressed (12)-Allowable Not addressed
and graduate
schools
Defense and (10)-Allowable with (13)-Allowable with (10)-Allowable with

prosecution of
criminal and civil
proceedings and
claims

restrictions

restrictions
(Defense and prosecution
of criminal and civil
proceedings, claims,
appeals and patent
infringement)

restrictions
(Defense and
prosecution of criminal
and civil proceedings,
claims, appeals and
patent infringement)

Depreciation and
use allowances

(11)-Allowable with
qualifications

(14)-Allowable with
qualifications

(11)-Allowable with
gualifications

Donations and
contributions

(12)-Unallowable (made
by recipient); not
reimbursable but value
may be used as cost
sharing or matching (made
to recipient)

(15)-Unallowable (made
by recipient); not
reimbursable but value
may be used as cost
sharing or matching
(made to recipient)

(12)-Unallowable (made
by recipient); not
reimbursable but value
may be used as cost
sharing or matching
(made to recipient)
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Selected Items of Cost
Exhibit 1 (amended 6/04)

Selected Cost Item

OMB Circular A-87,
Attachment B
Sate, Local, & Indian
Tribal Gov'ts

OMB Circular A-21,
Section J
Educational Institutions

OMB Circular A-122,
Attachment B
Non-Profit
Organizations

Employee morale,
health, and welfare
costs

(13)-Allowable with
restrictions

(16)-Allowable with
restrictions

(13)-Allowable with
restrictions

Entertainment
costs

(14)-Unalowable

(17)-Unalowable

(14)-Unallowable

Equipment and
other capital
expenditures

(15)-Allowability based on
specific requirements

(18)-Allowability based
on specific requirements

(15)-Allowability based
on specific requirements

Fines and penalties

(16)-Unallowable with

(19)-Unallowable with

(16)-Unallowable with

exception exception exception
Fundraising and (17)-Unalowable with (20)-Unallowable with (17)-Unalowable with
investment exceptions exceptions exceptions
management costs (Fundraising)
Gains and losses (18)-Allowable with (21)-Allowable with (18)-Allowable with
on depreciable restrictions restrictions restrictions
assets (Gainsand losses on
disposition of depreciable
property and other capital
assets and substantial
relocation of Federa
programs)
Genera (19)-Unallowable with Not specifically Not specifically
government exceptions addressed addressed
expenses

Goods or services
for personal use

(20) Unallowable

(22)-Unallowable

(19)-Unallowable

Housing and
personal living
expenses

Not specifically addressed

(23)-Unallowable

(20)-Unallowable as
overhead costs

Idlefacilities and

(21)-Idlefacilities -

(24)-Idlefacilities -

(21)-1dlefacilities -

idle capacity unallowable with unallowable with unallowable with
exceptions; idle capacity - | exceptions; idle capacity exceptions; idle -
allowable with restrictions - dlowable with capacity allowable with
restrictions restrictions
Insurance and (22)-Allowable with (25)-Allowable with (22)-Allowable with
indemnification restrictions restrictions restrictions
Interest (23)-Allowable with (26)-Allowable with (23)-Allowable with
restrictions restrictions restrictions
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Selected Items of Cost
Exhibit 1 (amended 6/04)

OMB Circular A-87, OMB Circular A-122,
Attachment B OMB Circular A-21, Attachment B
Sate, Local, & Indian Section J Non-Profit
Slected Cost Item Tribal Gov'ts Educational Institutions Organizations
Interest - Not specifically addressed (26.b(6))-Possible (23.a(6)(d))-Possible
substantial adjustment in rel ocated adjustment in relocated
relocation within 20 years within 20 years
Labor relations Not specifically addressed (27)-Allowable (24)-Allowable
costs
Lobbying (24)-Unallowable (28)-Unallowable with (25)-Unallowable with
exceptions exceptions
Lobbying - (24.b)-Unallowable (28.h)-Unallowable (25.d)-Unallowable
executive lobbying
costs
L osses on other Not specifically addressed (29)-Unallowable (26)-Unallowable
sponsored (Losses on other awards
agreements or or contracts)
contracts
Maintenance and (25)-Allowable with (30)-Allowable with (27)-Allowable with
repair costs restrictions restrictions restrictions
(Maintenance, operations,
and repairs)
Materials and (26)-Allowable with (31)-Allowable with (28)-Allowable with
supplies costs restrictions restrictions restrictions
Meetings and (27)- Allowable with (32)- Allowable with (29)-Allowable with
conferences restrictions restrictions restrictions
Memberships, (28)-Allowable as adirect (33)-Unallowable for (30)-Allowable for civic
subscriptions, and cost for civic, community civic, community, or and community
professional and socia organizations social organizations organizations with
activity costs with Federal approval; Federal approval;
unallowable for lobbying unallowable for social
organizations. organizations.
Organization costs | Not specifically addressed Not specifically (31)-Unallowabl e except
addressed Federal prior approval
Page chargesin (34.b)-Allowable with (39.b)-Allowable with (32)-Allowable with
professional restrictions (addressed restrictions (addressed restrictions
journals under “Publication and under “Publication and
printing costs”) printing costs”)
Participant support | Not specifically addressed Not specifically (33)-Allowable with
costs addressed prior approval of the
Federal awarding agency
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Selected Items of Cost
Exhibit 1 (amended 6/04)

OMB Circular A-87, OMB Circular A-122,
Attachment B OMB Circular A-21, Attachment B
Sate, Local, & Indian Section J Non-Profit
Selected Cost Item Tribal Gov'ts Educational Institutions Organizations
Patent costs (29)-Allowable with (34)-Allowable with (34)-Allowable with
restrictions restrictions restrictions
Plant and (30)-Allowable with (35)-Allowable with (35)-Allowable with
homeland security restrictions restrictions restrictions
costs
Pre-agreement (31)-Allowable with (36)-Unallowable unless (36)-Allowable with
costs restrictions approved by the Federal restrictions
(Pre-award costs) sponsoring agency
Professional (32)-Allowable with (37)-Allowable with (37)-Allowable with
service costs restrictions restrictions restrictions
Proposal costs (33)-Allowable with (38)-Allowable with Not specifically
restrictions restrictions addressed
Publication and (34)-Allowable with (39)-Allowable with (38)-Allowable with
printing costs restrictions restrictions restrictions
Rearrangement and | (35)-Allowable (ordinary | (40)-Allowable (ordinary (39)-Allowable

alteration costs

and normal); allowable
with Federal prior approval

and normal); allowable
with Federal prior

(ordinary and normal);
allowable with Federal

(specia) approval (special) prior approval (specia)
Reconversion costs (36)-Allowable with (41)-Allowable with (40)-Allowable with
restrictions restrictions restrictions
Recruiting costs (1.c)-Allowable with (42)-Allowable with (D-Allowable with
restrictions (addresses restrictions restrictions

costs of advertising only)

Relocation costs

Not specifically addressed

(42.d)-Allowable with

(42)-Allowable with

restrictions restrictions
Rental cost of (37)-Allowable with (43)-Allowable with (43)-Allowable with
buildings and restrictions restrictions restrictions
equipment

Royalties and other

(38)-Allowable with

(44)-Allowable with

(44)-Allowable with

costs for use of restrictions restrictions restrictions
patents
Scholarshipsand | Not specifically addressed | (45)-Allowable with Not specifically
student aid costs restrictions addressed
Selling and (39)-Unallowable with (46)-Unallowable with (45)-Unallowable with
marketing costs exceptions exceptions exceptions
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Selected Items of Cost
Exhibit 1 (amended 6/04)

OMB Circular A-87, OMB Circular A-122,
Attachment B OMB Circular A-21, Attachment B
Sate, Local, & Indian Section J Non-Profit
Selected Cost Item Tribal Gov'ts Educational Institutions Organizations

Specialized service

Not specifically addressed

(47)-Allowable with

(46)-Allowable with

facilities restrictions restrictions
Student activity Not specifically addressed | (48)-Unallowable unless Not specifically
costs specifically provided for addressed
in the sponsored
agreement
Taxes (40)-Allowable with (49)-Allowable with (47)-Allowable with
restrictions restrictions restrictions
Termination costs (41)-Allowable with (50)-Allowable with (48)-Allowable with
applicable to restrictions restrictions restrictions
sponsored
agreements

Training costs

(42)-Allowable for

(51)-Allowable for

(49)-Allowable with

employee devel opment employee devel opment limitations
Transportation Not specifically addressed (52)-Allowable with (50)-Allowable
costs restrictions
Travel costs (43)-Allowable with (53)-Allowable with (51)-Allowable with
restrictions restrictions restrictions
Trustees Not specifically addressed (54)-Allowable with (52)-Allowable with
restrictions restrictions
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OMB CIRCULAR A-87
COST PRINCIPLESFOR STATE, LOCAL, AND INDIAN TRIBAL GOVERNMENTS

I ntroduction

OMB Circular A-87 (A-87) establishes principles and standards for determining allowable direct
and indirect costs for Federal awards. This section is organized into the following areas of
allowable costs: State/L ocal-Wide Central Service Costs, State/Local Department or Agency
Costs (Direct and Indirect); and State Public Assistance Agency Costs.

Cognizant Agency

A-87, Attachment A, paragraph B.6. defines “ cognizant agency” as the Federal agency
responsible for reviewing, negotiating, and approving cost allocation plans or indirect cost
proposals developed under A-87 on behalf of all Federal agencies. OMB publishes alisting of
cognizant agencies (Federal Register, 51 FR 552, January 6, 1986). References to cognizant
agency in this section should not be confused with the cognizant Federal agency for audit
responsibilities, which is defined in OMB Circular A-133, Subpart D. §  .400(a).

Availability of Other Information

Additional information on cost allocation plans and indirect cost rates is found in the Department
of Health and Human Services (HHS) publications. A Guide for Sate, Local and Indian Tribal
Governments (ASMB C-10); Review Guide for State and Local Governments State/Local-Wide
Central Service Cost Allocation Plans and Indirect Cost Rates; and the DCA Best Practices
Manual for Reviewing Public Assistance Cost Allocation Plans which are available on the
Internet at http://rates.psc.gov/fms/dca/asmb%20c-10.pdf and

http://rates.psc.gov/fms/dca/ PA%20BPM .pdf, respectively.

Allowable Costs — State/L ocal-Wide Central Service Costs

Most governmental entities provide services, such as accounting, purchasing, computer services,
and fringe benefits, to operating agencies on a centralized basis. Since the Federal awards are
performed within the individual operating agencies, there must be a process whereby these
central service costs are identified and assigned to benefiting operating agency activitieson a
reasonable and consistent basis. The State/local-wide central service cost allocation plan (CAP)
provides that process. (Refer to A-87, Attachment C, State/L ocal-Wide Central Service Cost
Allocation Plans, for additional information and specific requirements.)

The allowable costs of central services that a governmental unit provides to its agencies may be
allocated or billed to the user agencies. The State/local-wide central service CAP isthe required
documentation of the methods used by the governmental unit to identify and accumulate these
costs, and to allocate them or develop billing rates based on them.

Allocated central service costs (referred to as Section | costs) are allocated to benefiting
operating agencies on some reasonable basis. These costs are usually negotiated and approved
for afuture year on a*“fixed-with-carry-forward” basis. Examples of such services might include
general accounting, personnel administration, and purchasing. Section | costs assigned to an
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operating agency through the State/local-wide central service CAP aretypically included in the

agency’ sindirect cost pool.

Billed central service costs (referred to as Section 11 costs) are billed to benefiting agencies
and/or programs on an individual fee-for-service or similar basis. The billed rates are usually
based on the estimated costs for providing the services. An adjustment will be made at least
annually for the difference between the revenue generated by each billed service and the actual
allowable costs. Examples of such billed services include computer services, transportation
services, self- insurance, and fringe benefits. Section |1 costs billed to an operating agency may
be charged as direct costs to the agency’ s Federal awards or included in its indirect cost pool.

1 Compliance Requirements — State/L ocal-Wide Central Service Costs

a Basic Guidelines

Q) The basic guidelines affecting allowability of costs (direct and indirect)
areidentified in A-87, Attachment A, paragraph C.

2 To be allowable under Federal awards, costs must meet the following
general criteria (A-87, Attachment A, paragraph C.1):

@

(b)

(©)

(d)

(€)

(f)

(9)

Be necessary and reasonable for the performance and
administration of Federal awards. (Refer to A-87, Attachment A,
paragraph C.2 for additional information on reasonableness of
costs.)

Be allocable to Federa awards under the provisions of A-87.
(Refer to A-87, Attachment A, paragraph C.3 for additional
information on alocable costs.)

Be authorized or not prohibited under State or local laws or
regulations.

Conform to any limitations or exclusions set forth in A-87, Federal
laws, terms and conditions of the Federal award, or other
governing regulations as to types or amounts of cost items.

Be consistent with policies, regulations, and procedures that apply
uniformly to both Federal awards and other activities of the
governmental unit.

Be accorded consistent treatment. A cost may not be assigned to a
Federal award asadirect cost if any other cost incurred for the
same purpose in like circumstances has been allocated to the
Federal award as an indirect cost.

Be determined in accordance with generally accepted accounting
principles, except as otherwise provided in A-87.
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(h) Not be included as a cost or used to meet cost sharing or matching
requirements of any other Federal award, except as specifically
provided by Federal law or regulation.

() Be net of all applicable credits. (Refer to A-87, Attachment A,
paragraph C.4 for additional information on applicable credits.)

() Be adequately documented.

Selected [tems of Cost

D

(2)

Sections 1 through 43 of A-87, Attachment B, provide the principlesto be
applied in establishing the allowability or unallowability of certain items
of cost. (For alisting of costs, refer to Exhibit 1 of this part of the
Supplement.) These principles apply whether a cost is treated as direct or
indirect. Failureto mention a particular item of cost in this section of A-
87 isnot intended to imply that it is either allowable or unallowable;
rather, determination of allowability in each case should be based on the
treatment or standards provided for similar or related items of cost.

A cost is allowable for Federal reimbursement only to the extent of
benefits received by Federal awards and its conformance with the general
policies and principles stated in A-87, Attachment A.

Submission Requirements

D

(2)

3)

(4)

Submission requirements are identified in A-87, Attachment C,
paragraph D.

A Stateisrequired to submit a State-wide central service CAPto HHS for
each year in which it claims central service costs under Federal awards.

A local government that has been designated as a“major local
government” by OMB isrequired to submit a central service CAPto its
cognizant agency annually. All other local governments claiming central
service costs must develop a CAP in accordance with the requirements
described in A-87 and maintain the plan and related supporting
documentation for audit. Local governments are not required to submit
the plan for Federal approval unless they are specifically requested to do
so by the cognizant agency. If alocal government receives funds asa
subrecipient only, the primary recipient will be responsible for negotiating
and/or monitoring the local government’s plan.

All central service CAPswill be prepared and, when required, submitted
within the 6 months prior to the beginning of the governmental unit’s
fiscal yearsin which it proposesto claim central service costs. Extensions
may be granted by the cognizant agency.
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d. Documentation Requirements

Q) The central service CAP must include all central service costs that will be
claimed (either as an allocated or a billed cost) under Federal awards.
Costs of central services omitted from the CAP will not be reimbursed.

2 The documentation requirements for al central service CAPs are
contained in A-87, Attachment C, paragraph E. All plans and related
documentation used as a basis for claiming costs under Federal awards
must be retained for audit in accordance with the record retention
requirements contained in the A-102 Common Rule.

e Required Certification —No proposal to establish a central service CAP, whether
submitted to a Federal cognizant agency or maintained on file by the
governmental unit, shall be accepted and approved unless such costs have been
certified by the governmental unit using the Certificate of Cost Allocation Plan as
set forth in A-87, Attachment C.

f. Allocated Central Service Costs (Section | Costs) — A carry-forward adjustment is
not permitted for a central service activity that was not included in the previously
approved plan or for unallowable costs that must be reimbursed immediately
(A-87, Attachment C, paragraph G.3).

g. Billed Central Service Costs (Section 11 Costs)

Q) Internal service funds for central service activities are allowed aworking
capital reserve of up to 60 days cash expenses for normal operating
purposes (A- 87, Attachment C, paragraph G.2). A working capital
reserve exceeding 60 days may be approved by the cognizant Federal
agency in exceptional cases.

2 Adjustments of billed central services are required when thereisa
difference between the revenue generated by each billed service and the
actual allowable costs (A-87, Attachment C, paragraph G.4). The
adjustments will be made through one of the following methods:

@ A cash refund to the Federal Government for the Federal share of
the adjustment, if revenue exceeds costs,

(b) Credits to the amounts charged to the individual programs,
(© Adjustments to future billing rates, or

(d) Adjustments to allocated central service costs (Section |) if the
total amount of the adjustment for a particular service does not
exceed $500,000.
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(©)) Whenever funds are transferred from a self-insurance reserve to other
accounts (e.g., general fund), refunds shall be made to the Federal
Government for its share of funds transferred, including earned or imputed
interest from the date of transfer (A-87, Attachment B, paragraph 22).

2. Audit Objectives — State/L ocal-Wide Central Service Costs

a Obtain an understanding of internal control over the compliance requirements for
central service costs, assess risk, and test internal control as required by OMB
Circular A-1338__.500(c).

b. Determine whether the governmental unit complied with the provisions of A-87
asfollows:

Q) Direct charges to Federa awards were for allowable costs.

2 Charges to cost pools allocated to Federal awards through the central
service CAPs were for allowable costs.

3 The methods of allocating the costs are in accordance with the applicable
cost principles, and produce an equitable and consistent distribution of
costs, which benefit from the central service costs being allocated (e.g.,
cost allocation basesinclude all activities, including all State departments
and agencies and, if appropriate, non-State organizations which receive
services).

4) Cost alocations were in accordance with central service CAPs approved
by the cognizant agency or, in cases where such plans are not subject to
approval, in accordance with the plan on file.

3. Suggested I nternal Control Audit Procedures — State/L ocal-Wide Central Service Costs

a Using the guidance provided in Part 6 — Internal Control for allowable costs/cost
principles, perform procedures to obtain an understanding of internal control
sufficient to plan the audit to support alow assessed level of control risk for the
program.

b. Plan the testing of internal control to support alow assessed level of control risk
for allowable costs/cost principles and perform the testing of internal control as
planned. If internal control over some or all of the compliance requirementsis
likely to be ineffective, see the alternative proceduresin 8§ .500(c)(3) of OMB
Circular A-133, including assessing the control risk at the maximum and
considering whether additional compliance tests and reporting are required
because of ineffective internal control.

C. Consider the results of the testing of internal control in assessing the risk of non-
compliance. Usethisasthe basisfor determining the nature, timing, and extent
(e.g., number of transactions to be selected) of substantive tests of compliance.
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4, Suggested Compliance Audit Procedures — State/L ocal-Wide Central Service Costs

a

Consider the results of the testing of internal control in assessing the risk of
noncompliance. Use this asthe basis for determining the nature, timing, and
extent (e.g., number of transactions to be selected) of substantive tests of
compliance.

Q) In reviewing the State/l ocal-wide central service costs, the auditor may not
need to test all central service costs (allocated or billed) every year; for
example, the auditor in obtaining sufficient evidence for the opinion may
consider testing each central service at least every 5 years, and perform
additional testing for central services with operating budgets of $5 million
or more.

(2 If the local governmental entity is not required to submit the central
service CAP and related supporting documentation, the auditor should
consider therisk of the reduced level of oversight in designing the nature,
timing and extent of compliance testing.

General Audit Procedures for Sate/Local-Wide Central Service CAPs— The
following procedures apply to direct chargesto Federal awards as well as charges
to cost pools that are allocated wholly or partially to Federal awards or used in
formulating indirect cost rates used for recovering indirect costs under Federa
awards.

Q) Test a sample of transactions for conformance with:

@ The criteria contained in the “Basic Guidelines’” section of A-87,
Attachment A, paragraph C.

(b) The principles to establish allowability or unallowability of certain
items of cost (A-87, Attachment B).

(2 If the auditor identifies unallowable costs, the auditor should be aware that
directly associated costs might have been charged. Directly associated
costs are costs incurred solely as aresult of incurring another cost, and
would have not been incurred if the other cost had not been incurred.
When an unallowable cost isincurred, directly associated costs are also
unallowable. For example, occupancy costs related to unallowable
general costs of government are also unallowable.

Soecial Audit Procedures for State/Local-Wide Central Service CAPs

Q) Verify that the central service CAP includes the required documentation
in accordance with A-87, Attachment C, paragraph E.

(2)  Testing of the State/Local-Wide Central Service CAPs — Allocated
Section | Costs
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(@

(b)

(©)

(d)

(€)

(f)

If new allocated central service costs were added, review the
justification for including the item as Section | costs to ascertain if
the costs are allowable (e.g., if costs benefit Federal awards).

Identify the central service costs that incurred a significant increase
in actual costs from the prior year’'s costs. Test a sample of
transactions to verify the allowability of the costs.

Determine whether the bases used to allocate costs are appropriate,
i.e., costs are allocated in accordance with relative benefits
received.

Determine whether the proposed bases include all activities that
benefit from the central service costs being allocated, including all
users that receive the services. For example, the State-wide central
service CAP should allocate costs to all benefiting State
departments and agencies, and, where appropriate, non-State
organizations, such aslocal government agencies.

Perform an analysis of the allocation bases by selecting agencies
with significant Federal awards to determine if the percentage of
costs alocated to these agencies has increased from the prior year.
For those selected agencies with significant allocation percentage
increases, determine that the data included in the bases are current
and accurate.

Verify that carry-forward adjustments are properly computed in
accordance with A-87, Attachment C, paragraph G.3.

©)] Testing of the Sate/Local-Wide Central Service CAPs— Billed Section 11

Costs

@

For billed central service activities accounted for in separate funds
(e.g., internal service funds), ascertain if:

(1) Retained earnings/fund bal ances (including reserves) are
computed in accordance with the applicable cost principles;

(i)  Working capital reserves are not excessive in amount
(generally not greater than 60 days for cash expenses for
normal operations incurred for the period exclusive of
depreciation, capital costs, and debt principal costs); and

(i)  Adjustments were made when there is a difference between
the revenue generated by each billed service and the actual
allowable costs.
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Note: A 60-day working capital reserveisnot automatic. Refer to
the HHS publication, A Guide for State, Local, and Indian Tribal
Governments (ASMB C-10) for guidelines.

(b) Test to ensure that all users of services are billed in a consistent
manner. For example, examine selected billings to determine if all
users (including users outside the governmental unit) are charged
the same rate for the same service.

(© Test that billing rates exclude unallowabl e costs, in accordance
with applicable cost principles and Federa statutes.

(d) Test, where billed central service activities are funded through
general revenue appropriations, that the billing rates (or charges)
are developed based on actual costs and were adjusted to eliminate
profits.

(e) For self-insurance and pension funds, ascertain if independent
actuarial studies appropriate for such activities are performed at least
biennially and that current period costs were allocated based on an
appropriate study that is not over two years old.

(f) Determineif refunds were made to the Federal Government for its
share of funds transferred from the self-insurance reserve to other
accounts, including imputed or earned interest from the date of the
transfer.

Allowable Costs — State/L ocal Department or Agency Costs— Direct and Indirect

Theindividual State/local departments or agencies (also known as operating agencies) are
responsible for the performance or administration of Federal awards. In order to receive cost
reimbursement under Federal awards, the department or agency usually submits claims asserting
that allowable and eligible costs (direct and indirect) have been incurred in accordance with
A-87.

While direct costs are those that can be identified specifically with aparticular final cost
objective, the indirect costs are those that have been incurred for common or joint purposes, and
not readily assignable to the cost objectives specifically benefited without effort disproportionate
to the results achieved. Indirect costs are normally charged to Federal awards by the use of an
indirect cost rate.

The indirect cost rate proposal (ICRP) provides the documentation prepared by a State/local
department or agency, to substantiate its request for the establishment of an indirect cost rate.
Theindirect costsinclude: (1) costs originating in the department or agency carrying out Federal
awards, and (2) costs of central governmental services distributed through the State/local-wide
central service CAP that are not otherwise treated as direct costs. The ICRPs are based on the
most current financial data and are used to either establish predetermined, fixed, or provisional
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indirect cost rates or to finalize provisional rates (for rate definitions refer to A-87,
Attachment E, paragraph B).

1. Compliance Requirements — State/L.ocal Department or Agency Costs— Direct and

I ndirect

a Basic Guidelines — Refer to the previous section, “ Allowable Costs — State/L ocal -
Wide Central Service Costs, 1.a— Compliance Requirements-Basic Guidelines,”
for the guidelines affecting the allowability of costs (direct and indirect) under
Federal awards.

b. Sected Items of Cost — Refer to the previous section, “Allowable Costs -
State/L ocal-Wide Central Service Costs, 1.b - Compliance Requirements-Sel ected
Items of Cost,” for the principles to establish allowability or unallowability of
certain items of cost. These principles apply whether acost is treated as direct or
indirect.

C. Allocation of Indirect Costs and Determination of Indirect Cost Rates

Q) The specific methods for allocating indirect costs and computing indirect
cost rates are as follows:

€)) Smplified Method — This method is applicable where a
governmental unit’s department or agency has only one major
function, or where al its major functions benefit from the indirect
cost to approximately the same degree. The allocation of indirect
costs and the computation of an indirect cost rate may be
accomplished through simplified allocation procedures described
in the circular (A-87, Attachment E, paragraph C.2).

(b) Multiple Allocation Base Method — This method is applicable
where a governmental unit’s department or agency has several
major functions that benefit from its indirect costsin varying
degrees. The alocation of indirect costs may require the
accumulation of such costs into separate groupings which are then
allocated individually to benefiting functions by means of a base
which best measures the relative degree of benefit. (For detailed
information, refer to A-87, Attachment E, paragraph C.3.)

(© Soecial Indirect Cost Rates — In some instances, a single indirect
cost rate for all activities of adepartment or agency may not be
appropriate. Different factors may substantially affect the indirect
costs applicable to a particular program or group of programs, e.g.,
the physical location of the work, the nature of the facilities, or
level of administrative support required. (For the requirements for
aseparate indirect cost rate, refer to A-87, Attachment E,

paragraph C.4.)
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(d) Cost Allocation Plans — In certain cases, the cognizant agency may
require a State or local governmental unit’s department or agency
to prepare a CAP instead of an ICRP. These are infrequently
occurring cases in which the nature of the department or agency’s
Federal awards makes impracticable the use of arate to recover
indirect costs. A CAP required in such cases consists of narrative
descriptions of the methods the department or agency usesto
allocate indirect costs to programs, awards, or other cost
objectives. Like an ICRP, the CAP must be either submitted to the
cognizant agency for review, negotiation and approval, or retained
on file for inspection during audits.

Submission Requirements

(1)

)

3)

(4)

Submission requirements are identified in A-87, Attachment E, paragraph
D.1. All departments or agencies of a governmental unit claiming indirect
costs under Federal awards must prepare an |CRP and related
documentation to support those costs.

A State/local department or agency for which a cognizant Federal agency
has been assigned by OMB must submit its ICRP to its cognizant agency.
Smaller local government departments or agencies which are not required
to submit a proposal to the cognizant Federal agency must develop an

| CRP in accordance with the requirements of A-87, and maintain the
proposal and related supporting documentation for audit. Where alocal
government receives funds as a subrecipient only, the primary recipient
will be responsible for negotiating and/or monitoring the subrecipient’s
plan.

Each Indian tribal government desiring reimbursement of indirect costs
must submit its ICRP to the Department of the Interior.

| CRPs must be developed (and, when required, submitted) within 6
months after the close of the governmental unit’s fiscal year.

Documentation and Certification Requirements

The documentation and certification requirements for ICRPs areincluded in
A-87, Attachment E, paragraphs D.2 and 3, respectively. The proposal and
related documentation must be retained for audit in accordance with the record
retention requirements contained in the A-102 Common Rule.

2. Audit Objectives — State/Local Department or Agency Costs— Direct and I ndirect

a

Obtain an understanding of internal control over the compliance requirements for
State/local department or agency costs, assess risk, and test internal control as
required by OMB Circular A-133 8 .500(c).
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b. Determine whether the governmental unit complied with the provisions of A-87
asfollows:

Q) Direct charges to Federa awards were for allowable costs.

(2 Charges to cost pools used in calculating indirect cost rates were for
allowable costs.

©)] The methods for allocating the costs are in accordance with the applicable
cost principles, and produce an equitable and consistent distribution of
costs (e.g., all activities that benefit from the indirect cost, including
unallowable activities, must receive an appropriate allocation of indirect
costs).

4) Indirect cost rates were applied in accordance with approved indirect cost
rate agreements (ICRA), or specia award provisions or limitations, if
different from those stated in negotiated rate agreements.

(5) For local departments or agencies that do not have to submit an ICRP to
the cognizant Federal agency, indirect cost rates were applied in
accordance with the ICRP maintained on file.

3. Suggested I nternal Control Audit Procedures — State/L.ocal Department or Agency
Costs- Direct and I ndirect

Refer to the previous section, “ Allowable Costs - State/L ocal-Wide Central Service
Costs,” items 3.athrough 3.c, for suggested internal control audit procedures.

4, Suggested Compliance Audit Procedures — State/Local Department or Agency Costs —
Direct and I ndirect

a Consider the results of the testing of internal control in assessing the risk of
noncompliance. Use this asthe basis for determining the nature, timing, and
extent (e.g., number of transactions to be selected) of substantive tests of
compliance. If thelocal department or agency is not required to submit an ICRP
and related supporting documentation, the auditor should consider the risk of the
reduced level of oversight in designing the nature, timing, and extent of
compliance testing.

b. General Audit Procedures (Direct and Indirect Costs) — The following procedures
apply to direct chargesto Federal awards as well as charges to cost pools that are
allocated wholly or partially to Federal awards or used in formulating indirect cost
rates used for recovering indirect costs from Federal awards.

Q) Test asample of transactions for conformance with:

@ The criteria contained in the “Basic Guidelines’ section of A-87,
Attachment A, paragraph C.
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(b) The principlesto establish allowability or unallowability of certain
items of cost (A-87, Attachment B).

2 If the auditor identifies unallowable costs, the auditor should be aware that
directly associated costs might have been charged. Directly associated
costs are costs incurred solely as aresult of incurring another cost, and
would have not been incurred if the other cost had not been incurred.
When an unallowable cost isincurred, directly associated costs are also
unallowable. For example, occupancy costs related to unallowable
general costs of government are also unallowable.

C. Soecial Audit Procedures for Sate/Local Department or Agency |CRPs

Q) Verify that the ICRP includes the required documentation in accordance
with A-87, Attachment E, paragraph D.

2 Testing of the ICRP — There may be atiming consideration when the audit
is completed before the ICRP is completed. In thisinstance, the auditor
should consider performing interim testing of the costs charged to the cost
pools and the allocation bases (e.g., determine from management the cost
pools that management expects to include in the ICRP and test the costs
for compliance with A-87). Should there be audit exceptions, corrective
action may be taken earlier to minimize questioned costs. In the next
year’ s audit, the auditor should complete testing and verify management’s
representations against the completed |CRP.

@ When the ICRA isthe basis for indirect cost charged to a major
program, the auditor is required to obtain appropriate assurance
that the costs collected in the cost pools and allocation methods are
in compliance with the applicable cost principles. The following
procedures are some acceptabl e options the auditor may use to
obtain this assurance:

(1) Indirect Cost Pool — Test the indirect cost pool to ascertain
if it includes only allowable costs in accordance with A-87.

(A)  Testto ensure that unallowable costs are identified
and eliminated from the indirect cost pool (e.g.,
capital expenditures, general costs of government).

(B) Identify significant changes in expense categories
between the prior ICRP and the current ICRP. Test
asample of transactions to verify the allowability of
the costs.

(C)  Tracethe central service costs that are included in
the indirect cost pool to the approved State/local-
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wide central service CAP or to plans on file when
submission is not required.

(i) Direct Cost Base — Test the methods of allocating the costs
to ascertain if they are in accordance with the applicable
provisions of A-87 and produce an equitable distribution of
costs.

(A)  Determine that the proposed base(s) includes all
activities that benefit from the indirect costs being
allocated.

(B) If thedirect cost baseis not limited to direct salaries
and wages, determine that distorting items are
excluded from the base. Examples of distorting
items include capital expenditures, flow-through
funds (such as benefit payments), and subaward
costs in excess of $25,000 per subaward.

(C)  Determine the appropriateness of the allocation base
(e.0., salaries and wages, modified total direct
costs).

(iii)  Other Procedures

(A)  Examine the employee time report system results
(where and if used) to ascertain if they are accurate,
and are based on the actual effort devoted to the
various functional and programmatic activitiesto
which the salary and wage costs are charged.
(Refer to A-87, Attachment B, paragraph 8.h for
additional information on support of salaries and

wages.)

(B)  For an ICRP using the multiple allocation base
method, test statistical data (e.g., square footage,
audit hours, salaries and wages) to ascertain if the
proposed alocation or rate bases are reasonabl e,
updated as necessary, and do not contain any
material omissions.

3 Testing of Charges Based Upon the | CRA — Perform the following
procedures to test the application of chargesto Federal awards based upon
an ICRA:

@ Obtain and read the current ICRA and determine the termsin
effect.
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(b) Select a sample of claims for reimbursement and verify that the
rates used are in accordance with the rate agreement, that rates
were applied to the appropriate bases, and that the amounts
claimed were the product of applying the rate to the applicable
base. Verify that the costsincluded in the base(s) are consistent
with the costs that were included in the base year (e.g., if the
allocation base istotal direct costs, verify that current-year direct
costs do not include costs items that were treated as indirect costs
in the base year).

4) Other Procedures— No Negotiated ICRA

@ If an indirect cost rate has not been negotiated by a cognizant
Federal agency, as required, the auditor should determine whether
documentation exists to support the costs. Where the auditee has
documentation, the suggested general audit procedures (direct and
indirect costs under paragraph 4.b of this section) should be
performed to determine the appropriateness of the indirect cost
chargesto awards.

(b) If an indirect cost rate has not been negotiated by a cognizant
agency, as required, and documentation to support the indirect
costs does not exist, the auditor should question the costs based on
alack of supporting documentation.

Allowable Costs — State Public Assistance Agency Costs

State public assistance agency costs are (1) defined as all costs allocated or incurred by the State
agency except expenditures for financial assistance, medical vendor payments, and payments for
services and goods provided directly to program recipients (e.g., day care services); and

(2) normally charged to Federal awards by implementing the public assistance cost alocation
plan (CAP). The public assistance CAP provides a narrative description of the procedures that
are used in identifying, measuring and allocating all costs (direct and indirect) to each of the
programs administered or supervised by State public assistance agencies.

Attachment D of A-87 states that since the federally financed programs administered by State
public assistance agencies are funded predominantly by HHS, HHS is responsible for the
requirements for the development, documentation, submission, negotiation and approval of
public assistance CAPs. These requirements are published in Subpart E of 45 CFR part 95.

Major Federal programs typically administered by State public assistance agencies include:
Temporary Assistance for Needy Families (CFDA 93.558), Medicaid (CFDA 93.778), Food
Stamps (CFDA 10.561), Child Support Enforcement (CFDA 93.563), Foster Care (CFDA
93.658), Adoption Assistance (CFDA 93.659), and Social Services Block Grant (CFDA 93.667).
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1. Compliance Requirements — State Public Assistance Agency Costs

a

Basic Guidelines — Refer to the previous section, “ Allowable Costs — State/L ocal -
Wide Central Service Costs, 1.a, Compliance Requirements-Basic Guidelines,”
for the guidelines affecting the allowability of costs (direct and indirect) under
Federal awards.

Selected Items of Cost — Refer to the previous section, “ Allowable Costs —
State/L ocal-Wide Central Service Costs 1.b, Compliance Requirements-Selected
Items of Cost,” for the principles to establish allowability or unallowability of
certain items of cost. These principles apply whether a cost istreated as direct or
indirect.

Submission Requirements

Q) Unlike most State/local-wide central service CAPs and ICRPs, an annual
submission of the public assistance CAP is not required. Once a public
assistance CAP is approved, State public assistance agencies are required
to promptly submit amendments to the plan if any of the following events
occur (45 CFR section 95.509):

@ The procedures shown in the existing cost allocation plan become
outdated because of organizational changes, changes to the Federal
law or regulations, or significant changes in the program levels,
affecting the validity of the approved cost allocation procedures.

(b) A material defect is discovered in the cost allocation plan.

(© The State plan for public assistance programs is amended so as to
affect the allocation of costs.

(d) Other changes occur which make the allocation basis or procedures
in the approved cost alocation plan invalid.

The amendments must be submitted to HHS for review and approval.

Documentation Requirements — A State must claim Federal financial participation
for costs associated with a program only in accordance with its approved cost
allocation plan. The public assistance CAP requirements are contained in 45 CFR
section 95.507.

I mplementation of Approved Public Assistance CAPs — Since public assistance
CAPs are of a narrative nature, the Federal Government needs assurance that the
cost allocation plan has been implemented as approved. Thisis accomplished by
funding agencies’ reviews, single audits, or audits conducted by the cognizant
audit agency (A-87, Attachment D, paragraph E.1).
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2. Audit Objectives — State Public Assistance Agency Costs

a

Obtain an understanding of internal control over the compliance requirements for
State public assistance agency costs, assess risk, and test internal control as
required by OMB Circular A-133 8§ .500(c).

Determine whether the governmental unit complied with the provisions of A-87
asfollows:

Q) Direct charges to Federal awards were for allowable costs.

(2 Charges to cost pools allocated to Federal awards through the public
assistance CAP were for allowable costs.

3 The approved public assistance CAP correctly describes the actual
procedures used to identify, measure, and allocate costs to each of the
programs operated by the State public assistance agency. However, the
actual procedures or methods of allocating costs must be in accordance
with the applicable cost principles, and produce an equitable and
consistent distribution of costs.

4 Charges to Federal awards are in accordance with the approved public
assistance CAP. Thisdoes not apply if the auditor first determines that the
approved CAP is not in compliance with the applicable cost principles
and/or produces an inequitable distribution of costs.

(5) The employee time reporting systems are implemented and operated in
accordance with the methodol ogies described in the approved public
assistance CAP.

3. Suggested I nternal Control Audit Procedures — State Public Assistance Agency Costs

Refer to the previous section, “ Allowable Costs — State/L ocal-Wide Central Service
Costs’ items 3.athrough 3.c, for suggested internal control audit procedures.

4, Suggested Compliance Audit Procedures — State Public Assistance Agency Costs

a

Consider the results of the testing of internal control in assessing the risk of
noncompliance. Use this as the basis for determining the nature, timing, and
extent (e.g., number of transactions to be selected) of substantive tests of
compliance.

Since a significant amount of the costs in the public assistance CAP are allocated
based on employee time reporting systems (e.g., effort certification, personnel
activity report and/or random moment sampling), it is suggested that the auditor
consider the risk when designing the nature, timing, and extent of compliance
testing.
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C. General Audit Procedures— The following procedures apply to direct chargesto
Federal awards aswell as chargesto cost pools that are allocated wholly or
partially to Federal awards.

Q) Test a sample of transactions for conformance with:

@ The criteria contained in the “Basic Guidelines’ section of A-87,
Attachment A, paragraph C.

(b) The principlesto establish allowability or unallowability of certain
items of cost (A-87, Attachment B).

2 If the auditor identifies unallowable costs, the auditor should be aware that
directly associated costs might have been charged. Directly associated
costs are costs incurred solely as aresult of incurring another cost, and
would have not been incurred if the other cost had not been incurred.
When an unallowable cost isincurred, directly associated costs are also
unallowable. For example, occupancy costs related to unallowable
general costs of government are also unallowable.

d. Soecial Audit Procedures for Public Assistance CAPs

(D) Verify that the State public assistance agency is complying with the
submission requirements, i.e., an amendment is promptly submitted when
any of the eventsidentified in 45 CFR section 95.509 occur.

2 Verify that public assistance CAP includes the required documentation in
accordance with 45 CFR section 95.507.

©)] Testing of the Public Assistance CAP — Test the methods of allocating the
costs to ascertain if they are in accordance with the applicable provisions
of the cost principles and produce an equitable distribution of costs.
Appropriate detailed tests may include:

@ Examine the results of the employee time reporting systems to
ascertain if they are accurate, and are based on the actual effort
devoted to the various functional and programmatic activitiesto
which the salary and wage costs are charged.

(b) Since the most significant cost poolsin terms of dollars are usually
allocated based upon the distribution of income maintenance and
socia services workers efforts identified through random moment
time studies, determine whether the time studies are implemented
and operated in accordance with the methodol ogies described in
the approved public assistance CAP. For example, verify the
adequacy of the controls governing the conduct and evaluation of
the study, determine that the sampled observations were properly
selected and performed, the documentation of the observations was
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(©)

properly completed, and that the results of the study were correctly
accumulated and applied. Testing may include observing or
interviewing staff who participate in the time studies to determine
if they are correctly recording their activities.

Test stetistical data (e.g., square footage, case counts, salaries and
wages) to ascertain if the proposed all ocation bases are reasonable,
updated as necessary, and do not contain any material omissions.

4 Testing of Charges Based Upon the Public Assistance CAP — If the
approved public assistance CAP is determined to be in compliance with
the applicable cost principles and produces an equitable distribution of
costs, verify that the methods of charging costs to Federal awards are in
accordance with the approved CAP and the provisions of the approval
documentsissued by HHS. Detailed compliance tests may include:

@

(b)

(©)

(d)

Verify that the cost allocation schedules, supporting documentation
and allocation data are accurate and that the costs are allocated in
compliance with the approved CAP.

Reconcile the allocation statistics of labor costs to completed
employee time reporting documents (e.g., personnel activity
reports or random moment sampling observation forms).

Reconcile the allocation statistics of non-labor costs to allocation
data, (e.g., square footage or case counts).

Verify direct charges to supporting documents (e.g., purchase
orders).

(e Reconcile the costs to the Federal claims.

Note: The suggested audit procedures above for internal control and compliance testing may be
accomplished using dual-purpose testing.
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OMB CIRCULAR A-21
COST PRINCIPLESFOR EDUCATIONAL INSTITUTIONS

I ntroduction

OMB Circular A-21 (A-21) establishes principles for determining the costs applicable to
research and development, training, and other sponsored work performed by educational
ingtitutions under grants, contracts, and other agreements with the Federal Government. These
agreements are referred to as sponsored agreements. These principles shall be used in
determining the allowable direct and indirect costs under those agreements. At educational
institutions, indirect costs are accounted for through Facilities & Administrative (F&A) Cost
Proposals. F&A costs, for the purpose of A-21, mean costs that are incurred for common or joint
objectives and, therefore, cannot be identified readily and specifically with a particular sponsored
project, an instructional activity, or any other institutional activity. F&A costs are synonymous
with “indirect” costs, as previously used in A-21 and as currently used in Appendices A and B of
A-21. Asdescribedin A-21, section F.1, the F& A cost categories include: building and
equipment depreciation or use allowance; operation and maintenance expenses; interest
expenses; general administrative expenses; departmental administration expenses; sponsored
project administration expenses; library expenses; and student administration expenses. F&A
costs will be referred to as “indirect costs’ in this section.

Cognizant Agency

A-21, section G.11.a, defines “ cognizant agency” as the Federal agency responsible for
negotiating and approving F& A rates for an educational institution on behalf of all Federal
agencies. Referencesto “cognizant agency” in this section should not be confused with the
cognizant Federal agency for audit responsibilities, which is defined in OMB Circular A-133,
Subpart D., 8 .400(a). Section G.11 of A-21 assigns cost negotiation cognizance to the
Department of Health and Human Services and the Department of Defense’ s Office of Naval
Research.

Availability of Other Information
University Long-Form F& A Cost Proposals

Additional information on indirect cost ratesisfound in the HHS publication: Best Practices
Manual for Reviewing College and University Long-Form Facilities & Administrative Cost Rate
Proposals, which is available on the Internet at

http://rates.psc.gov/fms/dcal/ C& U%20Review%20M anual . paf
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Allowable Costs— General Criteria

1.

Basic Considerations to Determine Costs

In addition to the general criteria applicable to both direct and indirect costs, the basic
guidelines affecting the allowability of costs (direct and indirect) are identified in section
C. of A-21. To be allowable under Federal awards, costs must meet the following
generd criteria:

a

Be reasonable and necessary for the performance and administration of Federal
awards (A-21, section C.3).

Conform with the allocability provisions of A-21 (A-21, section C.4) or Cost
Accounting Standards (CAS) Board for educational institutions, as applicable (see
48 CFR part 9905). See “Allowable Costs - Special Requirements - Cost
Accounting Standards and Disclosure Statements’ in this section for additional
guidance on CAS))

Be given consistent accounting treatment within and between accounting periods.
Consistency in accounting requires that costs incurred for the same purpose, in
like circumstances, be treated as either direct costs only or indirect costs only with
respect to final cost objectives (A-21, sections C.10 and C.11).

Conform with the allowability of costs provisions of A-21, or limitationsin the
program agreement, program regulations, or program statute. When the
maximum amount of allowable cost under alimitation is less than the total
amount determined in accordance with A-21, the amount not recoverable under a
sponsored agreement may not be charged to other sponsored agreements (A-21,
section C.7).

Be net of all applicable credits, e.g., volume or cash discounts, insurance
recoveries, refunds, rebates, trade-ins, adjustments for checks not cashed, and
scrap sales (A-21, section C.5).

Be supported by appropriate documentation, such as approved purchase orders,
receiving reports, vendor invoices, canceled checks, and time and attendance
records, and correctly charged as to account, amount, and period. Documentation
requirements for salaries and wages, and time and effort distribution are described
in A-21. Documentation may be in an electronic form (A-21, section C.4).

Be applied uniformly to Federa and non-Federa activities.

With respect to fringe benefit allocations, charges, or rates, such allocations,
charges, or rates are to be based on the benefits received by different classes of
employees within the educational institution.
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2. Selected | tems of Cost

Section J. of Circular A-21 includes general provisions for selected items of costs. For a
listing of these costs, see Exhibit 1 of this part of the Supplement. These principles apply
irrespective of whether a particular item of cost is properly treated as a direct cost or an
indirect cost. Failure to mention a particular item of cost is not intended to imply that it
is either allowable or unallowable; rather, determination as to alowability in each case
should be based on the treatment provided for similar or related items of cost.

Allowable Costs — Direct Costs

1. Compliance Requirements — Direct Costs

a

Direct costs are those costs that can be identified specifically with a particular
sponsored project, instructional activity, or any other institutional activity, or that
can be directly assigned to such activities relatively easily with a high degree of
accuracy. ldentification with the sponsored work rather than the nature of the
goods and services involved is the determining factor in distinguishing direct
from indirect costs of a sponsored agreement.

Costsincurred for the same purpose in like circumstances must be treated
consistently. Where an educational institution treats a particular type of cost asa
direct cost of sponsored agreements, all costsincurred for the same purpose in
like circumstances shall be treated as a direct costs of all activities of the
ingtitution.

2. Audit Objectives — Direct Costs

a

Obtain an understanding of internal control, assess risk, and test internal control
asrequired by OMB Circular A-133 8 .500(c).

Determine whether the educational institution complied with the provisions of
A-21 and CAS asfollows:

Q) Direct charges to Federal awards were for allowable costs.

2 Cost accounting practice disclosures, described in the Disclosure
Statement (DS-2), including amendments, represented actual practice
consistently applied. This objective only appliesto non-Federal entities
that are required to submit the DS-2.

3 Costs are not included as both a direct billing and as a component of
indirect costs, e.g., excluded from cost pools, if charged directly to Federal
awards.
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3. Suggested I nternal Control Audit Procedures— Direct Costs

a Using the guidance provided in Part 6 — Internal Control, perform proceduresto
obtain an understanding of internal control sufficient to plan the audit to support a
low assessed level of control risk for the program.

b. Plan the testing of internal control to support alow assessed level of control risk
for alowable costs/cost principles and perform the testing of internal control as
planned. If internal control over some or all of the compliance requirementsis
likely to be ineffective, see the alternative proceduresin 8§ .500(c)(3) of OMB
Circular A-133, including assessing the control risk at the maximum and
considering whether additional compliance tests and reporting are required
because of ineffective internal control.

C. Consider the results of the testing of internal control in assessing the risk of
noncompliance. Use this asthe basis for determining the nature, timing, and
extent (e.g., number of transactions to be selected) of substantive tests of
compliance.

4, Suggested Compliance Audit Procedures— Direct Costs

a Test a sample of transactions for conformance with the following criteria
contained in A-21 and CAS, as applicable.

Q) If the auditor identifies unallowable direct costs, the auditor should be
aware that “directly associated costs” might have been charged. Directly
associated costs are costs incurred solely as aresult of incurring another
cost, and would not have been incurred if the other cost had not been
incurred. For example, fringe benefits are “directly associated” with
payroll costs. When an unallowable cost isincurred, directly associated
costs are also unallowable.

(2 Costs were approved by the Federa -awarding agency, if required (see
Exhibit 1 in this part of the Supplement for selected items of cost that
require agency approva when charged to an award as direct costs).

3 Costs were not included as a cost or used to meet cost-sharing
requirements of other federally supported activities of the current or a
prior period.

4) Costs represent charges for actual costs, not budgeted or projected
amounts.

) Costs were estimated, accumulated, and reported consistently (A-21,
section C.10).
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(6) Costsincurred for the same purpose, in like circumstances, are either
direct costs only or indirect costs only with respect to final cost objectives
(A-21, section C.11).

@) Costs charged directly to institutional activities (i.e. research and
development, instruction, other institutional activities) are accounted for
consistent with their disclosed practices, as described in their DS-2, if
applicable (A-21, section C.14).

(8) Departmental costs charged direct to institutional activities (i.e. research
and development, instruction, other institutional activities) are consistently
charged directly, in like circumstances and are in accordance with the
provisions of A-21 and CAS. Salaries of administrative and clerical staff
should normally be treated as indirect. Direct charging of these costs may
be appropriate where amajor project or activity explicitly budgets for the
administrative or clerical services and the individuals involved can be
specifically identified with the project or activity. “Major project” is
defined as a project that requires an extensive amount of administrative or
clerical support, which is significantly greater than the routine level of
such services provided by academic departments. Examples are found in
A-21, Exhibit C.

9 Costs for general-purpose equipment charged direct to institution activities
(i.e., research and devel opment, instruction, other institutional activities)
are consistently charged as direct, were approved by the awarding agency,
and are in accordance with the provisions of A-21 and CAS.

(10) Sdaries and wages charged to Federal awards are allowable to the extent
that total compensation to the individual employee conforms to
established policies of the institution, are consistently applied, and
provided that the charges for work performed directly on sponsored
awards have been determined in accordance with and supported by the
provisions of A-21, section J.10 asfollows:

@ Distribution of salaries and wages is based on payrolls documented
in accordance with the generally accepted practices of the
institution.

(b) Apportionment of employees’ salaries and wages which are
chargeabl e to more than one sponsored agreement or other cost
objective is accomplished by methods which--

(1) Comply with A-21, sections A.2 and C,

(i) Produce an equitable distribution of charges for employees
activities, and
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(iii)  Distinguish the employees' direct activities from their
indirect activities.

(c) The payroll distribution is based on an after-the-fact confirmation
or determination that costs distributed represent actual costs.
Confirmation should be by aresponsible person with suitable
means of verification that the work was performed. Confirmation
by the employeeis not required if other responsible persons make
appropriate confirmations.

Allowable Costs— I ndirect Costs

1 Compliance Requirements— I ndirect Costs

a

In order to recover indirect costs, educational institutions must prepare indirect
cost rate proposals (ICRPs) in accordance with the guidelines provided in A-21.
Educational institutions must submit ICRPs to the cognizant agency for approval
(A-21, section G.11).

| CRPs prepared by educationa institutions are based on the most current financial
data supported by the educational institution’s accounting system and audited
financial statements. These ICRPs can be used to establish either predetermined
rates, fixed rates with carry-forward provisions, or provisiona rates (A-21,
sections G.4, G.5, and G.6). The ICRP to be used to establish indirect cost rates
must be certified by the educational institution in accordance with

A-21, section K.2.

Indirect costs are those costs that are incurred for common or joint objectives and,
therefore, cannot be identified readily and specifically with a particular sponsored
project, an instructional activity, or any other institutional activity.

Asdescribed in A-21, section F.1, the indirect cost categoriesinclude: building
and equipment depreciation or use allowance; operation and maintenance
expenses; interest expenses; general administrative expenses; departmental
administration expenses; sponsored project administration expense; library
expenses; and student administration expenses. In general the cost groupings
established within a category should constitute a pool of items of expense that are
considered to be of like nature in terms of their relative contribution to the
particular cost objectives to which distribution is appropriate (A-21, section E).
Cost categories should be established considering the genera guidelinesin A-21,
section E.2.c.

Indirect costs are defined into two broad categoriesin A-21, section F.
Q) “Facilities” is defined as depreciation and use allowance, interest in debt

associated with certain buildings, equipment, and capital improvements,
operation and maintenance expenses, and library expenses.
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2 “Administration” is defined as general administration and general
expenses, departmental administration, sponsored project administration,
student administration and services, and al other types of expenditures not
listed specifically under one of the facility categories.

f. Each educational institution’ s indirect cost rate process must be appropriately
designed to determine that Federal sponsors do not in any way subsidize the
indirect costs of other sponsors, specifically activities sponsored by industry and
foreign governments (A-21, section G.).

g. Administrative costs charged to sponsored agreements awarded or amended with
effective dates beginning on or after the start of the educational institution’sfirst
fiscal year which begins on or after October 1, 1991, shall be limited to 26 percent
of modified total direct costs, as defined in A-21, section G.2. Educational
institutions should not change their accounting or cost alocation methods which
were in effect on May 1, 1991, if the effect isto (1) change the charging of a
particular type of cost from indirect to direct, or (2) reclassify or increase
allocations from the administrative pools to the facilities pools or fringe benefits
cost pools (but also see A-21, section G.8).

h. Submission Requirement for Sandard Format for Long-Form Proposals — For
| CRPs submitted on or after July 1, 2001, educational institutions shall use the
standard format shown in A-21, Appendix C to submit ICRP to the cognizant
agency for indirect costs. The cognizant agency for indirect costs may, on an
ingtitution-by-institution basis, grant exceptions from all or portions of Part 11 of
the standard format. This requirement does not apply to educational institutions
that use the smplified method for calculating indirect cost rates, as described in
A-21, section H.

2. Audit Objectives — I ndirect Costs

a For educational ingtitutions that charge indirect costs to Federal awards based
on federally approved rate(s):

Q) Obtain an understanding of internal control, assess risk, and test internal
control asrequired by OMB Circular A-1338 _ .500(c).

(2 Determine that the rate(s) used to charge indirect costs is consistent with
the appropriate cognizant Federal agency rate agreement (A-21, section
G.11).

3 Determine that the federally approved rate in effect at the time of the
initial award is applied throughout the life of the sponsored agreement.
“Life” means each competitive segment of a project. A competitive
segment is a period of years approved by the Federal-funding agency at
the time of the award (A-21, section G.7).
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4) Determine that the federally approved rate(s) were applied to the
appropriate distribution base (A-21, section G.2).

) Determine that indirect costs billed to sponsored agreements are the result
of applying the approved rate(s) to the appropriate base amount(s).

b. For educational institutions that charge indirect costs to Federal awards based
on rate(s) which are not approved by the cognizant Federal agency:

Q) Obtain an understanding of internal control, assess risk, and test internal
control asrequired by OMB Circular A-1338 _.500(c).

2 Determine the educational institution’s cognizant Federal agency for
approving indirect cost rates in accordance with A-21, section G.11.

(©)) Determine whether an ICRP was prepared, certified, and submitted by the
educational institution to their cognizant Federal agency. (The Federal
agency isresponsible for negotiating and approving indirect cost rates).
Verify that billings are based on the ICRP.

4) Determine that the submitted rate(s) were applied to the appropriate
distribution base (a-21, section G.2).

) Determine that indirect costs billed to sponsored agreements are the result
of applying the submitted rate(s) to the appropriate base amount(s).

C. For educational institutions that charge indirect costs to Federal awards based

on awar d-specific rate(s) approved by an awarding agency:

(1)

)

3

(4)

Obtain an understanding of internal control, assess risk, and test internal
control asrequired by OMB Circular A-1338 _ .500(c).

Determine that the award-specific rate(s) are the result of specia
circumstances such as required by law or regulation, in accordance with
A-21, section G.11.

Determine whether indirect cost rates were applied in accordance with the
approved special award provisions or limitations. Associated billings
were the result of applying the approved rate to the proper base amount.

When the maximum amount of alowable indirect costs under alimitation
(i.e. an award-specific rate) is less than the total amount determined in
accordance with the principlesin A-21, the amount not recoverable under
a sponsored agreement may not be charged to other sponsored agreements
(A-21, section C.7).
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3. Suggested I nternal Control Audit Procedures— Indirect Costs

a Using the guidance provided in Part 6 — Internal Control, perform proceduresto
obtain an understanding of internal control sufficient to plan the audit to support a
low assessed level of control risk for the program.

b. Plan the testing of internal control to support alow assessed level of control risk
for alowable costs/cost principles and perform the testing of internal control as
planned. If internal control over some or all of the compliance requirementsis
likely to be ineffective, see the alternative proceduresin 8§ .500(c)(3) of OMB
Circular A-133, including assessing the control risk at the maximum and
considering whether additional compliance tests and reporting are required
because of ineffective internal control.

C. Consider the results of the testing of internal control in assessing the risk of
noncompliance. Use this asthe basis for determining the nature, timing, and
extent (e.g., number of transactions to be selected) of substantive tests of
compliance.

4, Suggested Compliance Audit Procedures— Indirect Costs

a Test a sample of transactions for conformance with the following criteria
contained in A-21 and CAS, as applicable.

b. For educational institutions that charge indirect cost to Federal awards based on
federally approved rate(s):

Q) Ascertain if indirect costs or centralized or administrative services costs
were allocated or charged to amajor program. If not, the following
suggested audit procedures do not apply.

(2 Obtain and read the current indirect cost rate agreement and determine the
terms in effect.

3 Select a sample of claims for reimbursement and verify that the rates used
are in accordance with the rate agreement, that rates were applied to the
appropriate bases, and that the amounts claimed were the product of
applying the rate to the applicable base. Verify that the costsincluded in
the base(s) are consistent with the costs that were included in the base year
(e.g., if the allocation base is total direct costs, verify that current year
direct costs do not include costs items that were treated as indirect costs in
the base year).

(4)  Ascertainif the educational institution’s accounting practices for
determining direct and indirect costs for the fiscal year being audited are
consistent with the accounting practices used to establish the federally
approved rate and its DS-2. If there accounting changes have occurred,
determine if they were approved by the cognizant Federal agency. If
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accounting changes have not been approved and the accounting changes
impact costs charged to federally funded awards, this should be considered
areportable finding. (A-21, section C.14 and CAS, as applicable).

C. For educational institutions that charge indirect cost to Federal awards based on
rate(s) which are not approved by the cognizant Federal agency:

Q) If the ICRP has been certified and submitted to the cognizant Federal
agency and is based on costs incurred in the year being audited, then the
| CRP should be audited for compliance with the provisions of A-21 and
CAS, as applicable.

(2 If the educational institution has a certified ICRP, which is based on costs
incurred in the year being audited, but has not submitted it to their Federal
cognizant agency. The ICRP should be audited using the procedures listed
below.

@ Test the indirect cost pool groupings for compliance with A-21,
section F.

(b) Test the indirect cost pools to determine if costs are allowable.

(c) Test that indirect costs have been treated consistently when
incurred for the same purpose, in like circumstances, as indirect
costs only with respect to final cost objectives. No final cost
objective shall have allocated to it as a cost any cost, if another
cost incurred for the same purpose, in like circumstances, has been
included as a direct cost of that or any other final cost objective
(A-21, section C.11).

(d) Test that the indirect cost poolsin the rate proposal were
developed consistent with the educational institution’s disclosed
practices as described inits DS-2, if applicable (A-21, section
C.14).

(e Test the depreciation and use allowance cost pool to determine if:

() Computations of depreciation or use allowance are based
on the acquisition cost of the assets. Acquisition costs
exclude (A) the cost of land; (B) any portion of the cost of
buildings and equipment borne by the Federal Government,
irrespective of where title was originally vested or where it
is presently located; and (C) any portion of the cost of
buildings and equipment contributed by or for the
educational institution where law or agreement prohibit
recovery (A-21, section J.14).
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(f)

(i)

(iii)

(iv)

(V)

(vi)

(vii)

The depreciation method used to charge the cost of an asset
(or group of assets) to accounting periods reflects the
pattern of consumption of the asset during its useful life
(A-21, section J.14).

Charges for use allowances or depreciation are supported
by adequate property records and physical inventories,
which must be taken at |east once every 2 years (A-21,
section J.14).

The depreciation methods used to cal cul ate the depreciation
amounts for the ICRP are the same methods used by the
educational institution for its financial statements (A-21,
section J.12).

The allocation method for the depreciation and use
allowance cost pool complies with A-21, section F.2.

Gains and losses on the sale, retirement, or other
disposition of depreciable property have been appropriately
accounted for and complies with A-21, section J.21.

Large research facilities — Determine that large research
facilities that are included in |CRPs negotiated after
January 1, 2000, and on which the design and construction
began after July 1, 1998, are compliant with the provisions
for determining allowable costsin A-21, section F.2.c.

Test theinterest cost pool to determineif:

(i)

(i)

Computations for interest comply with the provisions of
A-21, section J.26.

The allocation method for the interest cost pool complies
with A-21, section F.3.

(g) Test the operations and maintenance cost pool to determineif:

(i)

(i)

(iii)

Costs are appropriately classified in this cost pool
(A-21, section F.4).

Rental costs comply with the provision of A-21, section
J.43.

The educational institution’s accounting practices for
classifying (A) rearrangement and alteration costs and

(B) reconversion costs, either asdirect or indirect, result in
consistent treatment in like circumstances.
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(h)

(i)

(iv)

The allocation method for the operations and maintenance
cost pool complieswith A-21, section F.4.

Teststhelibrary cost pool to determineif:

(i)

(i)

(iii)

Costs are appropriately classified in this cost pool (A-21,
section F.8).

The allocation method for the library cost pool complies
with A-21, section F.8.

If the allocation method is based on a cost analysis study in
accordance with A-21, section E.2.d, determine that the
study:

(A)  Resultsinan equitable distribution of costs and
represents the relative benefits derived,

(B) Isappropriately documented in sufficient detail for
review by the cognizant Federal agency,

(C© Isgatistically sound,

(D)  Isperformed specifically at the educational
institution,

(E) Isreviewed every 2 years, and, if necessary,
updated, and

(F)  Assumptions are clearly stated and adequately
explained.

Test the administrative cost pools to determine if:

(i)

(i)

Costs are appropriately classified in these cost pools and
the distribution bases are compliant with A-21, sections
F.5, F.6, and F.7.

The administrative cost components comply with the
limitation on reimbursement of administrative cost in A-21,
section G.8. If the proposal is based on the alternative
method for administrative cost in A-21, section G.9, then
the limitation does not apply. If the proposal is based on
the alternative method for administrative cost, determine
that the educational institution meets the criteria of section
G.9 and that thisis adequately documented in the proposal.
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©)

(4)

()

(i)  Departmental administration expense pool — test to
determine that this cost pool complies with A-21, section
F.6.

(iv)  Academic Deans Offices— test that salaries and operating
expenses are limited to those attributable to administrative
functions.

(v) Academic Departments — Salaries and fringes attributable
to the administrative work (including bid and proposal
preparation) of faculty (including department heads), and
other professional personnel conducting research and/or
instruction, is allowed at arate of 3.6 percent of modified
total direct costs. This category should not include
professional business or administrative officers. Determine
that this allowance is added to the computation of the
indirect cost rate for magjor functions. Test to determine
that the expense covered by this alowance are excluded
from the departmental cost pool (A-21, section F.6).

Test for consistent treatment, in like circumstances, of other
administrative and supporting expenses incurred within academic
departments. For example, items such as office supplies, postage,
local telephone, and memberships shall normally be treated as
indirect costs.

If the ICRP has been certified and submitted to the cognizant Federal
agency, but isbased on costsincurred in afiscal year prior to the fiscal
year being audited, areview of the ICRP is not required.

If an ICRP has not been prepared and, therefore, the indirect costs charged
to Federal awards are not based on a certified |CRP, this may be required
to be reported as an audit finding, in accordance with OMB Circular A-
133, 8 .510(8)(5).

Application of an indirect cost rate(s) not approved by the cognizant
agency — Even though the rate(s) has not been approved by the cognizant
agency, an unapproved indirect cost rate(s) should be reviewed for
consistent application of the submitted rates to direct cost bases to ensure
that the indirect cost rate(s) is applied consistent with the educational
ingtitution’s policies and procedures that apply uniformly to both federally
funded and other activities of the institutions.

For educational institutions that also have awards containing award-specific
rates (approved by the Federal awarding agency) that take precedence over the
negotiated rate for purposes of indirect cost recovery:
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Q) Ascertain that the award-specific rate is in accordance with special
circumstances required by law or regulation.

2 Obtain and review the award terms used to establish an award-specific
indirect cost rate(s).

(©)) Select a sample of claims for reimbursement and verify that the award-
specific rate(s) used are in accordance with the terms of the award, that
rate(s) were applied to the appropriate bases, and that the amounts claimed
were the product of applying the rate to the applicable base. Verify that
the costs included in the base(s) are consistent with the terms of the
agreement.

Allowable Costs — Special Requirements—Cost Accounting Standar ds and Disclosure

Statements

1. Compliance Requirement — CAS and Disclosure Statements

a

A-21, section C.14 requires educational institutions (institutions) that receive
more than $25 million in Federal funding in afiscal year to prepare and submit a
Disclosure Statement (DS-2) that describes the institution’s cost accounting
practices. Theseinstitutions are required to submit a DS-2 within 6 months after
the end of theinstitution’ s fiscal year that begins after May 8, 1996, unless the
institution isrequired to submit aDS-2 earlier due to areceipt of a CAS-covered
contract in accordance with 48 CFR section 9903.202-1.

These institutions are responsible for maintaining an accurate DS-2 and
complying with disclosed cost accounting practices. They are also responsible for
filing amendments to the DS-2 when disclosed practices are changed or modified.
Amendments should be provided to the cognizant Federal agency for approval.

Federal Acquisition Regulation (FAR) Appendix subpart 9903.201-2, Types of
CAS Coverage, requires educational institutions to comply with all of the CAS
specified in part 9905 that are in effect on the effective date of a covered contract.
Negotiated contracts in excess of $500,000 are CAS-covered, except for CAS-
covered contracts awarded to Federally Funded Research and Devel opment
Centers (FFRDCs) operated by an educational institution, which are subject to
part 9904.

2. Audit Objectives — CAS and Disclosure Statements

a

Obtain an understanding of internal control, assess risk, and test internal control
asrequired by OMB Circular A-133 8 .500(c).

Determine whether the educational institution’s DS-2 is current, accurate, and
complete and that it has been approved by the cognizant Federal agency as
adequate and compliant with A-21 and CAS (48 CFR part 9905).

A-133 Compliance Supplement 3-B-40



March 2008 Compliance Requirements (A-21)
C. Determined whether the educational institution’s actual accounting practices are
consistent with its disclosed accounting practices.
d. Determine whether amendments have been filed with and approved by the
cognizant Federal agency.
e Determine whether the educational institution’s accounting practices for direct

and indirect costs comply with CAS applicable to educational institutions
(48 CFR part 9905).

3. Suggested I nternal Control Audit Procedures — CAS and Disclosure Statements

a

Using the guidance provided in Part 6 — Internal Control, perform procedures to
obtain an understanding of internal control sufficient to plan the audit to support a
low assessed level of control risk for the program.

Plan the testing of internal control to support alow assessed level of control risk
for alowable costs/cost principles and perform the testing of internal control as
planned. If internal control over some or all of the compliance requirementsis
likely to be ineffective, see the alternative proceduresin §  .500(c)(3) of OMB
Circular A-133, including assessing the control risk at the maximum and
considering whether additional compliance tests and reporting are required
because of ineffective internal control.

Consider the results of the testing of internal control in assessing the risk of
noncompliance. Use this asthe basis for determining the nature, timing, and
extent (e.g., number of transactions to be selected) of substantive tests of
compliance.

4, Suggested Compliance Audit Procedures— CAS and Disclosure Statements

a

Obtain a copy of the educational ingtitution’s DS-2, amendments, and letters of
approval from the cognizant Federal agency.

Read the DS-2 and its amendments and ascertain if the disclosure agrees with the
policies prescribed in the educational institution’s current policies and procedures
documents.

Test that the disclosure agrees with actual practices for the period covered by
audit, including whether the practices were consistent throughout the period.

Test direct and indirect charges to Federal awards to determine that the
educational institution’s practices used in estimating the costs in the proposal
were consistent with the institution’s cost accounting practices used in
accumulating and reporting the costs (A-21, section C.10 and FAR Appendix
subpart 9905.501).
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For those costs which are sometimes charged direct and sometimes charged
indirect, test for consistent classification of these costs, when incurred for the
same purpose and under like circumstances (A-21, section C.11 and FAR
Appendix subpart 9905.502). For example:

Q) Salaries of administrative and clerical staff are normally treated as indirect
costs, however, they may be charged direct to amajor project or activity
under certain conditions. Sample these costs when they have been
charged direct to Federal awards to determine consistent treatment for
non-Federal awards, instructional activity, or other institutional activity
(A-21, section F.6.).

2 Office supplies, postage, local telephone costs and memberships are
normally treated asindirect. Sample these costs when they have been
charged direct to Federal awards to determine consistent treatment for
non-Federal awards, instructional activity, or other institutional activity
(A-21, section F.6.).

Capital expenditures for general and special-purpose equipment may be charged
direct to awards with approval of the awarding agency. Sample these costs when
they have been charged direct to Federal awards to determine consistent treatment
for non-Federal awards, instructional activity, or other institutional activity (A-21,
section J.18.).

Test costs direct charged to Federal awards and indirect costs accumulated in the
educational institution’s accounting system for adequate accounting of
unallowable costs (A-21 section C.12 and FAR Appendix subpart 9905.505).

Determine that the educational institution’s cost accounting period for
accumulating costs on Federal awards and indirect cost pools are consistent with
the institution’ sfiscal year. If not, determine that the institution has met the
criteriafor an exception described in A-21, section C.13 and that it has been
approved by the cognizant Federal agency (A-21, section C.13 and FAR
Appendix subpart 9905.506).

Allowable Costs — Special Requirements— Internal Service, Central Service, Pension, or
Similar Activitiesor Funds

1 Compliance Requirement

Charges made from internal service, central service, pension, or similar activities or
funds, must follow the applicable cost principles provided in A-21.

2. Audit Objectives

Obtain an understanding of internal control, assess risk, and test internal control as
required by OMB Circular A-133 8 .500(c). Determine whether charges made from
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internal service, central service, pension, or similar activities or funds are in accordance
with A-21.

3. Suggested I nternal Control Audit Procedures

a

Using the guidance provided in Part 6 — Internal Control, perform proceduresto
obtain an understanding of internal control sufficient to plan the audit to support a
low assessed level of control risk for the program.

Plan the testing of internal control to support alow assessed level of control risk
for allowable costs/cost principles and perform the testing of internal control as
planned. If internal control over some or all of the compliance requirementsis
likely to be ineffective, see the alternative proceduresin OMB Circular

8§ .500(c)(3), including assessing the control risk at the maximum and

considering whether additional compliance tests and reporting are required
because of ineffective internal control.

Consider the results of the testing of internal control in assessing the risk of
noncompliance. Use this asthe basis for determining the nature, timing, and
extent (e.g., number of transactions to be selected) of substantive tests of
compliance.

4, Suggested Compliance Audit Procedures

The auditor should consider procedures such as the following:

a

For activities accounted for in separate funds, ascertain if: (1) retained
earnings/fund balances (including reserves) were computed in accordance with
A-21; (2) working capital reserves were not excessive in amount (generally not
greater than 60 days for cash expenses for normal operations incurred for the
period exclusive of depreciation, capital costs and debt principal costs); and

(3) refunds were made to the Federal Government for its share of any amounts
transferred or borrowed from internal service, central service, pension, insurance,
or other similar activities or funds for purposes other than to meet the operating
liabilities, including interest on debt, of the fund.

Test that all users of services are billed in a consistent manner.
Test that billing rates exclude unallowable costs, in accordance with A-21.

Test, where activities are not accounted for in separate funds, that billing rates (or
charges) are developed based on actual costs and were adjusted to eliminate
profits.

For educational institutions that have self-insurance and certain types of fringe
benefit programs (e.g., pension funds), ascertain if independent actuarial studies
appropriate for such activities are performed at |least biennially and that current
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period costs were allocated based on an appropriate study which is not over 2
yearsold.

Note: The suggested audit procedures above for internal control and compliance testing may be
accomplished using dual-purpose testing.
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OMB CIRCULAR A-122
COST PRINCIPLES FOR NON-PROFIT ORGANIZATIONS

I ntroduction

OMB Circular A-122 (A-122) establishes cost principles for determining costs of grants,
contracts, and other agreements with non-profit organizations. The principles are designed to
provide that the Federal Government bear itsfair share of costs except where restricted or
prohibited by law. These principles are used by all Federal agencies in determining the costs of
work performed by non-profit organizations under grants, cooperative agreements, and cost
reimbursement contracts. All of these instruments are hereafter referred to as “awards.” The
principles do not apply to awards under which an organization is not required to account to the
Federal Government for actual costsincurred. In addition to the cost principles established by
A-122, the Cost Accounting Standards Board (CASB) has promulgated certain accounting
standards that must be followed by non-profit organi zations receiving procurement contracts that
meet a defined dollar threshold. Generally, organizations are exempt from coverage under CAS
unless asingle CAS-covered contract or subcontract of at least $7.5 million has been received.
After receipt of thistrigger contract, CAS coverage is applied to all negotiated awards over
$500,000 unless they meet certain exemptions. These exemptions and the requirements of CAS
can be found in 48 CFR Chapter 99.

Cognizant Agency

A-122, Attachment A, paragraph E.1.a defines “ cognizant agency” as the Federa agency
responsible for negotiating and approving indirect cost rates for non-profit organizations on
behalf of al Federal agencies. References to cognizant agency in this section should not be
confused with the cognizant Federal agency for audit responsibilities, which is defined in OMB
Circular A-133, Subpart D, 8 .400(a).

Availability of Other Information

Additional information on indirect cost rate determination for non-profit organizations can be
found at the following web sites:

e Department of Labor —
http://www.dol .gov/oasam/programs/boc/costdeter minati onquide/main.htm

e Department of Health and Human Services —
http://rates.psc.gov/fms/dca/np exall2.html

e Department of Education —
http://www.ed.gov/about/offices/list/ocfo/fi pao/abouticg.html - how-
are indirect cost rates determined.
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Allowable Costs— General Criteria

1. Basic Considerations to Determine Cost

The basic considerations used to determine costs (direct and indirect) are identified in
A-122, Attachment A, paragraph A and include the following:

a Composition of cost — The total cost of an award is the sum of the allowable direct
and allocable indirect costs less any applicable credits. The term “applicable
credits’ refers to those receipts, or reduction of expenditures that operate to offset
or reduce expense items that are allocable to awards as direct or indirect costs.

b. Allowable costs— A cost is allowable under an award if the cost meets the
following general criteria

(D) Be reasonable for the performance of the award and be allocable in
accordance with A-122.

(@

(b)

A cost isreasonableif, in its nature or amount, it does not exceed
that which would be incurred by a prudent person under the
circumstances prevailing at the time the decision was made to
incur the cost. Consideration should be given to:

i) Whether the cost is of atype generally recognized as
ordinary and necessary for the operation of the organization
or the performance of the award.

(i)  Therestraints or requirements imposed by such factors as
generally accepted sound business practices, arms-length
bargaining, Federal and State laws and regulations, and
terms and conditions of the award.

(iii)  Whether the individuals concerned acted with prudence in
the circumstances.

(iv)  Significant deviations from the established practices of the
organization that may unjustifiably increase the award
costs.

A cost is alocable to a particular cost objective, such as a grant,
contract, project, service or other activity, in accordance with the
relative benefits received. Any cost allocable to a particular award
or other cost objective under A-122 may not be shifted to other
Federal awards to overcome funding deficiencies, or to avoid
restrictions imposed by law or terms of the award. A costis
allocable to a Federal award if it istreated consistently with other
costsincurred for the same purposein like circumstances and if it:
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(1) Isincurred specifically for the award.

(i) Benefits both the award and other work and can be
distributed in reasonabl e proportion to the benefits
received.

(iii)  Isnecessary to the overall operation of the organization,
although a direct relationship to any particular cost
objective cannot be shown.

(2 Conform to any limitations or exclusions set forth in A-122 or in the
award.

3 Be consistent with policies and procedures that apply uniformly to both
federally financed and other activities of the organization.

4 Be accorded consistent treatment.

) Be determined in accordance with generally accepted accounting
principles (GAAP).

(6) Not be included as a cost or used to meet cost-sharing or matching
requirements of any other federally financed program in either the current
or aprior period.

@) Be adequately documented.
(8 Be net of all applicable credits.
Selected Items of Cost

A-122, Attachment B, paragraphs 1 through 52, provide principlesto be applied in
establishing the allowability of certain items of cost. There principles apply whether a
cost istreated as direct or indirect. Failure to mention a particular item of cost is not
intended to imply that it is unallowable; rather, determination as to alowability in each
case should be based on the treatment or principles provided for similar or related items
of cost.

Allowable Costs — Direct Costs

1.

Compliance Requirements — Direct Costs

Direct costs are those that can be identified specifically with a particular final cost
objective, i.e., award, project or other activity of the organization. Any direct cost of a
minor amount may be treated as an indirect cost for reasons of practicality where
accounting treatment for such cost is consistently applied to all final cost objectives.
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Certain direct costs are unallowable for computing charges to Federal awards,
nonethel ess they must be treated as direct costs for determining indirect cost rates and be
allocated their share of indirect costsif they represent activitiesthat (a) include the
salaries of personnel, (b) occupy space, and (c) benefit from the organization’s indirect
costs. The cost of activities performed primarily as a service to members, clients, or the
genera public when significant and necessary to the organization’s mission must be
treated as direct costs—whether or not allowable—and be allocated a share of indirect
costs. Examples can be found in A-122, Attachment A, subparagraph B.4.

If the auditor identifies unallowable direct costs, the auditor should be aware that directly
associated costs might have been charged. Directly associated costs are costs incurred
solely as aresult of incurring another cost that would not have been incurred if the other
cost had not been incurred. For example, fringe benefits are directly associated with
payroll costs. When a payroll cost is determined to be unallowable than the directly
associated fringe benefit would be determined unallowable as well.

2. Audit Objectives — Direct Costs

a Obtain an understanding of internal control, assess risk, and test internal control
asrequired by OMB Circular A-133 8 .500(c).

b. Determine whether the organization complied with the provisions of A-122 and
CAS (if applicable) asfollows:

Q) Direct charges to Federal awards were for allowable costs.

2 Unallowable costs, determined to be direct costs, should be included in the
allocation base for the purpose of computing an indirect cost rate.

3. Suggested I nternal Control Audit Procedures— Direct Costs

a Using the guidance provided in Part 6 — Internal Control, perform proceduresto
obtain an understanding of internal control sufficient to plan the audit to support a
low assessed level of control risk for the program.

b. Plan the testing of internal control to support alow assessed level of control risk
for allowable costs/cost principles and perform the testing of internal control as
planned. If internal control over some or all of the compliance requirementsis
likely to be ineffective, see the alternative proceduresin §  .500(c)(3) of OMB
Circular A-133, including assessing the control risk at the maximum and
considering whether additional compliance tests and reporting are required
because of ineffective internal control.

C. Consider the results of the testing of internal control in assessing the risk of
noncompliance. Use this asthe basis for determining the nature, timing, and
extent (e.g., number of transactions to be selected) of substantive tests of
compliance.
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4, Suggested Compliance Audit Procedures— Direct Costs

Test direct costs charged to Federal awards with the following criteria:

a

Costs were approved by the Federal awarding agency, if required. (See Exhibit 1,
Selected Items of Codt, in this part of the Supplement.)

Costs conform to the allowability of cost provisions of A-122, or limitations in the
program agreement, program regulations, or program statute.

Costs represent charges for actual costs, not budgeted or projected amounts.

Costs are given consistent accounting treatment within and between accounting
periods. Consistency in accounting requires that costs incurred for the same
purpose, in like circumstances, be treated as either direct costs only or indirect
costs only with respect to final cost objectives.

Costs are calculated in conformity with generally accepted accounting principles,
or CAS when required.

Costs are not used to meet cost-sharing requirements of other federally supported
activities.

Costs are net of all applicable credits, e.g., volume or cash discounts, insurance
recoveries, refunds, rebates, trade-ins, adjustments for checks not cashed, and
scrap sales.

Costs are not included as both a direct billing and as a component of indirect
costs.

Costs are supported by appropriate documentation, such as approved purchase
orders, receiving reports, vendor invoices, canceled checks, and time and
attendance records, and correctly charged as to account, amount, and period.

Allowable Costs — I ndirect Costs

1. Compliance Requirements — I ndirect Costs

a

Indirect costs are those costs that have been incurred for common or joint
objectives and cannot be readily identified with a particular final cost objective.
Stated differently, indirect costs are those costs remaining after direct costs have
been determined and assigned directly. While it is not possible to specify the
types of costs that will be indirect, there are three major categories of indirect
costs for non-profit organizations (NPOSs):
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Q) Depreciation and Use Allowance — The expenses under this category are
that portion of the costs of the organization’s buildings, capital
improvements to land and buildings, and equipment, which are computed
in accordance with A-122, Attachment B, section 11. Interest on debt
associated with certain buildings, equipment, and capital improvements
are computed in accordance with A-122, Attachment B, paragraph 23.

2 Operation and Maintenance — The expenses under this category are those
that have been incurred for the administration, operation, maintenance,
preservation, and protection of the organization’s physical plant.

©)] General and Administrative — The expenses under this category are those
that have been incurred for the overall general executive, and
administration of the organization and other expenses of a general nature
that do not relate solely to any major function of the organization.

Indirect cost rate proposals (ICRPs) prepared by NPOs are based on the most
current financial data, supported by the organization’ s accounting system and
audited financial statements. These ICRPs can be used to either establish
predetermined rates, fixed rates with carry-forward provision, provisional, or final
rates.

2 Predetermined rates are established for the current or multiple future
period(s) based on current costs (usually costs from the most recently
ended fiscal year, known as the base period).

(2 Fixed rates with carry-forward provisions — rates based on current costsin
the same manner as predetermined rates. However, the difference
between the base period indirect costs and actual indirect cost recovery are
carried forward as an adjustment to the rate computation for the
subsequent period.

3 Provisional rates—temporary rates used for funding and billing indirect
costs, pending the establishment of afinal rate after actual costs are
determined for the period.

3 Final rates—indirect cost rates applicable to a specified past period based
on actual costs of that period. Final rates are not subject to adjustment.

Some Federal awards may contain cost limitations on recovery of indirect costs
that differ from the federally negotiated indirect cost rates. Normally, this may be
due to statutory requirements or limitations contained in program announcements.
In these cases, the indirect cost rate approved for that award will be specified in
the award letter or agreement. For these awards, the award-specific rate takes
precedence over the negotiated rate for purposes of indirect cost recovery.
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d. To recover indirect costs, NPOs prepare ICRPs. The ICRP isthe rate calculation
and supporting schedules used to arrive at the indirect cost pool amounts and the
base amounts. NPOs can select one of three different methods to calculate the
indirect cost rate.

Q) Smplified Allocation Method

@

(b)

(©)

Where an organization’s major functions benefit from its indirect
costs to approximately the same degree, the allocation of indirect
costs may be accomplished by (i) separating the organization’s
total costs for the base period as either direct or indirect, and

(i) dividing the total allowable indirect costs (net of applicable
credits) by an equitable distribution base. The result of this
processis an indirect cost rate, which is used to distribute indirect
coststo individual awards. The rate should be expressed as the
percentage that the total amount of allowable indirect costs bears to
the base selected. This method should also be used where an
organization has only one major function encompassing a number
of individual projects or activities, and may be used where the
level of Federal awardsto an organization is relatively small.

For an organization that receives more than $10 million in Federal
funding of direct costsin afiscal year, a breakout of the indirect
cost component into two broad categories, Facilities and
Administration, as defined in Circular A-122, Attachment A,
paragraph C.3, isrequired. Theratein each case shall be stated as
the percentage that the amount of the particular indirect cost
category (i.e., Facilities or Administration) is of the distribution
base identified with that category.

A full discussion of the simplified allocation method can be found
in A-122, Attachment A, subparagraphs D.2.a. through D.2.e.

(2 Multiple Allocation Base Method

(@

(b)

Where an organization’ sindirect costs benefit its major functions
in varying degrees, indirect costs shall be accumulated into
separate cost groupings, as described in A-122, Attachment A,
subparagraph D.3.b. Each grouping shall then be allocated
individually to benefiting functions by means of a base that best
measures the relative benefits. The default allocation bases by cost
pool are described in A-122, Attachment A, subparagraph D.3.c.

Cost groupings shall be established so as to permit the allocation of
each grouping on the basis of benefits provided to the magjor
functions. Each grouping shall constitute a pool of expenses that
are of like character in terms of functions they benefit and in terms
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of the allocation base which best measures the relative benefits
provided to each function. The groupings are classified within the
two broad categories: “Facilities” and “ Administration,” as
described in A-122, Attachment A, subparagraph C.3.

(c) Except where a special indirect cost rate(s) isrequired in
accordance with A-122, Attachment A, subparagraph D.5, the
separate groupings of indirect costs allocated to each major
function shall be aggregated and treated as a common pool for that
function. The costs in the common pool shall then be distributed
to individual awards included in that function by use of asingle
indirect cost rate.

(d) Indirect costs shall be distributed to applicable sponsored awards
and other benefiting activities within each major function on the
basis of modified total direct costs (MTDC). MTDC consists of all
salaries and wages, fringe benefits, materials and supplies,
services, travel, and subgrants and subcontracts up to the first
$25,000 of each subgrant or subcontract (regardless of the period
covered by the subgrant or subcontract). Equipment, capital
expenditures, charges for patient care, rental costs and the portion
in excess of $25,000 shall be excluded from MTDC. Participant
support costs shall generally be excluded from MTDC. Other
items may only be excluded when the Federal cost cognizant
agency determines that an exclusion is necessary to avoid a serious
inequity in the distribution of indirect costs.

(e) A full discussion of the multiple allocation base method can be
found in A-122, Attachment A, subparagraphs D.3.a. through
D.3.0.

3 Direct Allocation Method

@

(b)

Some NPOs treat all costs as direct costs except general administration
and general expenses. These organizations generally separate their costs
into three basic categories: (i) General administration and general
expenses, (ii) fundraising, and (iii) other direct functions (including
projects performed under Federal awards). Joint costs, such as
depreciation, rental costs, operation and maintenance of facilities,
telephone expenses, and the like are prorated individually as direct costs to
each category and to each award or other activity using a base most
appropriate to the particular cost being prorated.

This method is acceptable, provided each joint cost is prorated using a
base which accurately measures the benefits provided to each award or
other activity. The bases must be established in accordance with
reasonable criteria, and be supported by current data.
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(©)

A full discussion of the direct allocation base method can be found in A-
122, Attachment A, subparagraph D.4.a. through D.4.c.

2. Audit Objectives — I ndirect Costs

a

For NPOs that charge indirect costs to Federal awards based on federally
approved rates:

D

(2)

©)

(4)

Obtain an understanding of internal controls, assessrisk, and test internal
controls asrequired by OMB Circular A-133, 8 .500(c).

Determine whether the organization complied with the provisions of
A-122 and CAS (if applicable) asfollows:

@ Indirect cost rates were applied in accordance with approved rate
agreements and any special award provisions/limitations (if
different from those stated in the negotiated rate agreement).

(b) Associated billings were the result of applying the approved rate to
the proper base amount(s).

For fixed rate agreements, predetermined rate agreements, and provisional
rate agreements determine whether the base used to distribute the
approved indirect cost rate is accurate and reflects the terms of the
agreement.

For fixed rate agreements, determine whether the organization has
adequately determined the actual indirect costs for the fiscal year being
audited and performed the necessary computations to accurately report the
carry-forward adjustment to the rate computation for the subsequent
period.

For NPOs that charge indirect costs to Federal awards that are not based on
federally approved rates:

D

(2)

3

Obtain an understanding of internal controls, assessrisk, and test internal
controls as required by OMB Circular A-133, 8 .500(c).

Determine whether costs that are directly allocated to an award using the
Direct Allocation Method are prorated using a base that accurately
measures the benefits provided to each award or activity.

Determine whether an |CRP was prepared and submitted to the
organization’s cognizant agency (the Federal agency responsible for
negotiating and approving indirect cost rates) as required by A-122.
Verify that billings are based on the ICRP.
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3.

(4)

©)

Determine whether the NPO’ s calculated indirect cost rate is (a) consistent
with policies and procedures that apply uniformly to both federally funded
and other activities of the organization, and (b) applied consistently to the
proper allocation bases.

Determine whether the organization complied with the provisions of A-
122 and CAS asfollows:

@ Chargesto indirect cost pools were for allowable costs.

(b) The base used to distribute indirect costs includes both allowable
and unallowable costs.

(© The cost allocation methodology provides equitable and consistent
allocation of indirect costs to benefiting awards or activities.

For NPOs that also have awards containing awar d-specific rates (approved by
the Federal awarding agency) that take precedence over the negotiated rate for
purposes of indirect cost recovery:

(1)

)

©)

(4)

Obtain an understanding of internal control, assess risk, and test internal
control asrequired by OMB Circular A-1338 _ .500(c).

Determine if the award-specific rate(s) is the result of special
circumstances, e.g., required by law or regulation.

Determine whether indirect cost rates were applied in accordance with the
approved special award provisions or limitations. Associated billings
were the result of applying the approved rate to the proper base amount.

When the maximum amount of allowable indirect costs under alimitation
(i.e. an award-specific rate) is less than the total amount determined in
accordance with the principlesin A-122, the amount not recoverable under
a sponsored agreement may not be charged to other sponsored agreements.

Suggested I nternal Control Audit Procedures— Indirect Costs

a

Using the guidance provided in Part 6 — Internal Control, perform proceduresto
obtain an understanding of internal control sufficient to plan the audit to support a
low assessed level of control risk for the program.

Plan the testing of internal control to support alow assessed level of control risk
for allowable costs/cost principles and perform the testing of internal control as
planned. If internal control over some or all of the compliance requirementsis
likely to be ineffective, see the alternative proceduresin 8§ .500(c)(3) of OMB
Circular A-133, including assessing the control risk at the maximum and
considering whether additional compliance tests and reporting are required
because of ineffective internal control.
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C. Consider the results of the testing of internal control in assessing the risk of
noncompliance. Use this asthe basis for determining the nature, timing, and
extent (e.g., number of transactions to be selected) of substantive tests of
compliance.

4, Suggested Compliance Audit Procedures — I ndirect Costs

a For NPOs that charge indirect costs to Federal awards based on federally
approved rates:

D

)

3

(4)

D

Ascertain if indirect costs are material for the major programs being
tested. If not, the following suggested audit procedures, b. through e., do

not apply.

Obtain and read the current indirect cost rate agreement, including the
proposal used in the negotiation of the agreement, and determine the terms
in effect.

Ascertain whether the indirect cost rate agreement uses a pre-determined
rate, fixed rate, provisional rate, or final rate. For definitions of these
rates, see A-122, Attachment A, subparagraphs E (b) through (e).

@ If afixed rate agreement with carry-forward provisions has been
negotiated with the cognizant agency, determine that the difference
between the indirect costs recovered using the fixed rate and the
actual indirect costs of the period has been calculated. This
adjustment is to be carried forward to the rate computation of the
subsequent period.

(b) If aprovisional rate was used to bill for indirect costs, determine
whether afinal rate has been established and appropriate claim
adjustments have been made based on the final approved rate.

For NPOs required to file Disclosure Statements (48 CFR section
9903.202), ascertain if the cognizant agency for indirect cost negotiation
has been appropriately notified of changes in the cost accounting practices
that occurred during the year to which indirect cost rate agreements are
being applied.

Select a sample of claims for reimbursement:

@ Verify that the rates used are in accordance with the rate agreement
and the amounts claimed were the product of applying the rate to
the applicable base.

(b) Verify that the base includes both allowable and unallowable costs.
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(©

When the base is total direct costs or modified total direct costs,
verify that the distribution base has been properly calculated and
excludes capital expenditures and other distorting items such as
major subcontracts or subgrants in excess of $25,000 as approved
in the negotiated rate agreement or by the cognizant Federal

agency.

b. For NPOs that charge indirect costs to Federal awards that are not based on
federally approved rates:

Q) Determine if the indirect costs are based on a certified |CRP that has been
submitted to (but not approved by) the NPO’s Federal cognizant agency as
required by A-122, Attachment A, subparagraph E. If the ICRP is based
on costs incurred in the year being audited, then the ICRP should be
audited for compliance with the provisions of A-122 (see proceduresin
paragraphs 4.b(1)(a) through (1)(c) below).

Note: If the NPO has a certified ICRP, which is based on costsincurred in
the year being audited, but it has not been submitted to the Federal
cognizant agency, the ICRP should still be audited using the proceduresin
paragraphs 4.b(1)(a) through (1)(c) below.

(@

The following procedures should be applied to costs in the indirect
cost pool used for recovering indirect costs from Federal awarding
agencies. These costs must:

(i)
(i1)

(iii)

(iv)

(v)

(vi)

(vii)

(viii)

Be approved by the Federal awarding agency, if required.

Conform to the allowability of cost provisions of A-122, or
limitations in the award agreement, program regulations, or
program statute.

Conform to the allocability provisions of A-122 or CAS.

Represent charges for actual costs, not budgeted or
projected amounts.

With respect to fringe benefit allocations, charges, or rates,
be based on the benefits received by different classes of
employees within the organization.

Be applied uniformly to Federal and non-Federa activities.

Be calculated in conformity with CAS or generally
accepted accounting principles, as required.

Not be used to meet cost-sharing requirements of other
federally supported activities.
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(b)

(©)

(ix)

()

(xi)

(xii)

Be net of all applicable credits, e.g., volume or cash
discounts, insurance recoveries, refunds, rebates, trade-ins,
adjustments for checks not cashed, and scrap sales.

Not be included as both a direct billing and as a component
of indirect costs.

Be supported by appropriate documentation, such as
approved purchase orders, receiving reports, vendor
invoices, canceled checks, and time and attendance records,
and correctly charged as to account, amount, and period.

Be given consistent accounting treatment within and
between accounting periods. Consistency in accounting
requires that costs incurred for the same purpose, in like
circumstances, be treated as either direct costs only or
indirect costs only with respect to final cost objectives.

The following procedures should be applied to costs in the base(s)
for recovering indirect costs from Federal awarding agencies.
Determine whether:

(i)

(i)

(iii)

(iv)

All direct costs, including unallowable costs, are identified
and included in the base for indirect cost allocations.

(A)  For fixed price agreements, all direct costs are
recorded for the purpose of allocating indirect costs.

(B)  For cost-reimbursement awards or contracts that
include line item costs that exceed budget limits, all
direct costs are recorded for the purpose of
alocating indirect costs.

Costs have been recorded in accordance with CAS,
generally accepted accounting principles, or other
comprehensive basis of accounting, as appropriate.

Costs have been assigned to the correct cost objective or
activity.

Costs have been given consistent accounting treatment
within and between accounting periods.

The following procedures should be applied to costs allocated
using the Direct Allocation Method:

(i)

Test statistical data (e.g., square footage, case counts,
salaries and wages) to ascertain if the proposed allocation
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(2)

3

(4)

bases are reasonable, updated as necessary, and do not
contain any material omissions.

(i) Review time studies or time and effort reports (where and if
used) to ascertain if they are accurate, are implemented as
approved, and are based on the actual effort devoted to the
various functional and programmatic activities to which the
salary and wage costs are charged.

(iii)  Review the allocation methodology for consistency and test
the appropriateness of allocation methods used.

Determineif the indirect costs are based on a certified ICRP that has been
submitted to (but not approved by) the NPO’s Federal cognizant agency as
required by A-122, Attachment A subparagraph E. If the ICRPis not
based on costs incurred in the year being audited (e.g., the year being
audited isfiscal year 2004, but the ICRP is based on fiscal year 2003
costs), areview of the ICRP is not required.

If the indirect costs are not based on a certified and submitted ICRP, in
accordance with A-122, this may be required to be reported as an audit
finding in accordance with OMB Circular A-133, § .510(a)(5).

Application of indirect cost rates which are not approved by the cognizant
agency — Even though the rate(s) have not been approved by the cognizant
agency, unapproved indirect cost rate(s) should be reviewed for consistent
application of the submitted rates to direct cost bases to ensure that the
indirect cost rate(s) are applied consistent with the NPO’ s policies and
procedures that apply uniformly to both federally-funded and other
activities of the NPO (A-122, Attachment A, paragraph A.(2)(c)).

For NPOs that also have awards containing award-specific rates (approved by the
Federal awarding agency) that take precedence over the negotiated rate for
purposes of indirect cost recovery:

D

2)

3

Ascertain that the award-specific rate is only being used for the approved
award.

Obtain and read the award terms used to establish an award-specific
indirect cost rate(s).

Select a sample of claims for reimbursement and verify that the award
specific rate(s) isin accordance with the terms of the award, that the
rate(s) was applied to the appropriate base(s), and that the amount claimed
is the product of applying the rate to the applicable base. Verify that the
cost included in the base(s) is consistent with the terms of the agreement.
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Allowable Costs — Special Requirements— Unallowable Direct Costs
1 Compliance Requirements — Unallowable Direct Costs

a The costs of certain activities are not allowable as charges to Federal awards (see,
for example, fundraising costsin A-122, Attachment B, paragraph 17.a).
However, even though these costs are unallowable for purposes of computing
charges to Federal awards, they nonetheless must be treated as direct costs for
purposes of determining indirect cost rates and be allocated their share of the
organization’sindirect costsif they represent activities which (1) include the
salaries of personnel, (2) occupy space, and (3) benefit from the organization’s
indirect costs.

b. Costs should be recorded in the organization’s cost records as direct or indirect
costs based on their relationship to the cost objectives or activities. The costs of
activities performed primarily as a service to members, clients, or the general
public when significant and necessary to the organization’s mission must be
treated as direct costs—-whether or not allowable-—-and be allocated an equitable
share of indirect costs.

2. Audit Objectives— Unallowable Direct Costs

a Obtain an understanding of internal control, assess risk, and test internal control
asrequired by OMB Circular A-133 8§ .500(c).

b. Determine whether al unallowable costs categorized as direct costs are included
in the alocation base for the purpose of allocating indirect costs.

3 Suggested | nternal Control Audit Procedures— Unallowable Direct Costs

a Using the guidance provided in Part 6 — Internal Control, perform procedures to
obtain an understanding of internal control sufficient to plan the audit to support a
low assessed level of control risk for the program.

b. Plan the testing of internal control to support alow assessed level of control risk
for alowable costs/cost principles and perform the testing of internal control as
planned. If internal control over some or all of the compliance requirementsis
likely to be ineffective, see the alternative proceduresin 8§ .500(c)(3) of OMB
Circular A-133, including assessing the control risk at the maximum and
considering whether additional compliance tests and reporting are required
because of ineffective internal control.

C. Consider the results of the testing of internal control in assessing the risk of
noncompliance. Use this as the basis for determining the nature, timing, and
extent (e.g., number of transactions to be selected) of substantive tests of
compliance.
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4, Suggested Compliance Audit Procedures— Unallowable Direct Costs

a

Determine whether al unallowable costs categorized as direct costs are included
in the alocation base for the purpose of allocating indirect costs.

Determine whether the following costs are charged as direct costs and allocated
an equitable share of indirect costs.

Q) Maintenance of membership rolls, subscriptions, publications, or related
functions.

2 Providing services and information to members, legislative or
administrative bodies, or the public.

3 Meetings and conferences except those held to conduct the general
administration of the organization.

4) Maintenance, protection, and investment of special funds not used in
operation of the organization.

(5) Administration of group benefits on behalf of members or clients,
including life and hospital insurance, annuity or retirements plans,
financial aid, etc.

Special Requirements— Disclosur e Statements (DS-1) Required by Cost Accounting

Standards
1. Compliance Requirements — CAS and Disclosure Statements
a Pub. L. 100-679 (41 USC 422) requires certain contractors and subcontractors
(which includes NPOs) to comply with CAS and to disclose in writing and follow
consistently their cost accounting practices.
b. 48 CFR section 9903.201-1 (FAR Appendix) describes the rules for determining

whether a proposed contract or subcontract is exempt from CAS. Negotiated
contracts not exempt in accordance with 48 CFR section 9903.201-1(b) are
subject to CAS. A CAS-covered contract may be subject to either full or
modified coverage. The rulesfor determining whether full or modified coverage
applies arein 48 CFR section 9903.201-2 (FAR Appendix).

Q) Full coverage requires that a business unit comply with all the CAS
specified in part 9904 that are in effect on the date of the contract award
and with any CAS that become applicable because of later award of a
CAS-covered contract. Full coverage appliesto contractor business units
that (a) receive asingle CAS-covered contract award of $50 million or
more; or (b) receive $50 million or morein net CAS-covered awards
during their preceding cost accounting period (48 CFR section 9903.201-

2().
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2 Modified Coverage (48 CFR section 9903.201-2(b))

@

(b)

(©)

Modified CAS coverage requires only that the contractor comply
with Standard 9904.401, Consistency in Estimating, Accumulating,
and Reporting Costs; Standard 9904.402, Consistency in
Allocating Costs Incurred for the Same Purpose; Standard
9904.405, Accounting for Unallowable Costs; and Standard
9904.406, Cost Accounting Standard—Cost Accounting Period.
Modified, rather, than full, CAS coverage may be applied to a
covered contract of less than $50 million awarded to a business
unit that received less than $50 million in net CAS-covered awards
in theimmediately preceding cost accounting period.

If any one contract is awarded with modified CAS coverage, all
CAS-covered contracts awarded to that business unit during that
cost accounting period must also have modified coverage with the
following exception: if the business unit receivesasingle CAS-
covered contract award of $50 million or more, that contract must
be subject to full CAS coverage. Thereafter, any covered contract
awarded in the same cost accounting period must also be subject to
full CAS coverage.

A contract awarded with modified CAS coverage shall remain
subject to such coverage throughout its life regardless of changes
in the business unit’s CAS status during subsequent cost
accounting periods.

b. 48 CFR section 9903.202 (FAR Appendix) describes the general Disclosure
Statement requirements. A Disclosure Statement is a written description of a
contractor’ s cost accounting practices and procedures. The submission of a new
or revised Statement is not required for any non-CAS covered contract or from
any small business concern. Completed Disclosure Statements are required under
the following circumstances:

(1)  Any business unit that is selected to receive a CAS-covered contract or
subcontract of $50 million or more shall submit a Disclosure Statement
before award.

(2 Any company which, together with its segments, receive net awards of
negotiated prime contracts and subcontracts subject to CAS totaling $50
million or more in its most recent cost accounting period, must submit a
Disclosure Statement before award of its first CAS-covered contract in the
immediately following cost accounting period. However, if the first CAS-
covered contract is received within 90 days of the start of the cost
accounting period, the contractor is not required to file until the end of the
90 days.
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C. 48 CFR section 9903.201-7 (FAR Appendix) describes the cognizant Federal
agency responsibilities.

Q) The requirements of part 9903 shall, to the maximum extent practicable,
be administered by the cognizant Federal agency responsible for a
particular contractor organization or location, usually the Federal agency
responsible for negotiating indirect cost rates on behalf of the
Government.

2 The cognizant Federal agency should take the lead role in administering
the requirements of Part 9903 and coordinating CAS administrative
actionswith all affected Federal agencies. When multiple CAS-covered
contracts or more than one Federal agency are involved, agencies should
discourage Contracting/Grants Officers from individually administering
CAS on a contract-by-contract basis. Coordinated administrative actions
will provide greater assurances that individual contractors follow their cost
accounting practices consistently under all their CAS-covered contracts
and that changes in cost accounting practices or CAS noncompliance
issues are resolved, equitably, in auniform overall manner.

2. Audit Objectives — CAS and Disclosure Statements

a Determine whether the NPO’ s accounting practices, for direct and indirect costs,
are compliant with CAS, based on its required CAS coverage (full or modified).

b. Determine whether the NPO’ s Disclosure Statement (including amendments) is
current, accurate, compl ete, and properly filed with the cognizant Federal
Administrative Officer in accordance with 48 CFR section 9903.202-5.

C. Determine whether the NPO'’ s actual accounting practices are consistent with its
disclosed practices.

3. Suggested I nternal Control Audit Procedures — CAS and Disclosure Statements

a Using the guidance provided in Part 6 — Internal Control, perform proceduresto
obtain an understanding of internal control sufficient to plan the audit to support a
low assessed level of control risk for the program.

b. Plan the testing of internal control to support alow assessed level of control risk
for allowable costs/cost principles and perform the testing of internal control as
planned. If internal control over some or all of the compliance requirementsis
likely to be ineffective, see the alternative proceduresin 8§ .500(c)(3) of OMB
Circular A-133, including assessing the control risk at the maximum and
considering whether additional compliance tests and reporting are required
because of ineffective internal control.

C. Consider the results of the testing of internal control in assessing the risk of
noncompliance. Use this as the basis for determining the nature, timing, and
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extent (e.g., number of transactions to be selected) of substantive tests of
compliance.

4, Suggested Compliance Audit Procedures— CAS and Disclosure Statements

a

Determine whether the NPO has any CAS-covered contract or subcontracts. If so,
determine which type of CAS coverage is applicable (full or modified) and if a
Disclosure Statement is required to be submitted to the cognizant Federal agency.

Test the NPO’ s actual accounting practices for direct and indirect costs are
compliant with applicable CAS.

If aDisclosure Statement is required, obtain a copy and any amendments.
Review these to ensure the disclosures are current, accurate, compliant with CAS,
and approved by the cognizant Federal agency.

Test whether the NPO’ s actual accounting practices are consistent with the
disclosed practices.

Allowable Costs — Special Requirements— Internal Service, Central Service, Pension, or
Similar Activitiesor Funds

1.

Compliance Requirement

NPOs using internal service, central service, pension, or similar activities or funds must
follow the applicable cost principles found in A-122.

Audit Objectives

Obtain an understanding of internal control, assess risk, and test internal control as
required by OMB Circular A-1338  .500(c). Determine whether charges are made
from internal service, central service, pension, or similar activities or funds, arein
accordance with A-122.

Suggested I nternal Control Audit Procedures

a

Using the guidance provided in Part 6 — Internal Control, perform procedures to
obtain an understanding of internal control sufficient to plan the audit to support a
low assessed level of control risk for the program.

Plan the testing of internal control to support alow assessed level of control risk
for allowable costs/cost principles and perform the testing of internal control as
planned. If internal control over some or all of the compliance requirementsis
likely to be ineffective, see the alternative proceduresin 8§ .500(c)(3) of OMB
Circular A-133, including assessing the control risk at the maximum and
considering whether additional compliance tests and reporting are required
because of ineffective internal control.
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Consider the results of the testing of internal control in assessing the risk of
noncompliance. Use this asthe basis for determining the nature, timing, and
extent (e.g., number of transactions to be selected) of substantive tests of
compliance.

4, Suggested Compliance Audit Procedures

Perform the following procedures as applicable:

a

For activities accounted for in separate funds, ascertain that: (1) retained
earnings/fund balances (including reserves) were computed in accordance with
the applicable cost principles; (2) working capital reserves were not excessivein
amount (generally not greater than 60 days for cash expenses for normal
operations incurred for the period exclusive of depreciation, capital costs, and
debt principal costs); and (3) refunds were made to the Federal Government for its
share of any amounts transferred or borrowed from internal service, central
service, pension, insurance, or other similar activities or funds for purposes other
than to meet the operating liabilities, including interest on debt, of the fund.

Test that all users of services are billed in a consistent manner.
Test that billing rates exclude unallowable costs in accordance with A-122.

Test, where activities are not accounted for in separate funds, that billing rates (or
charges) are developed based on actual costs and were adjusted to eliminate
profits.

For organizations that have self-insurance and a certain type of fringe benefit
programs (e.g., pension funds), ascertain if independent actuarial studies
appropriate for such activities are performed at least biennially and that current
period costs were allocated based on an appropriate study which is not over two
yearsold.

Note: The suggested audit procedures above for internal control and compliance testing may be
accomplished using dual-purpose testing.
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C. CASH MANAGEMENT
Compliance Requirements

When entities are funded on a reimbursement basis, program costs must be paid for by entity
funds before reimbursement is requested from the Federal Government. When funds are
advanced, recipients must follow procedures to minimize the time elapsing between the transfer
of funds from the U.S. Treasury and disbursement. When advance payment procedures are used,
recipients must establish similar procedures for subrecipients.

Pass-through entities must establish reasonable procedures to ensure receipt of reports on
subrecipients’ cash balances and cash disbursements in sufficient time to enable the pass-through
entities to submit complete and accurate cash transactions reports to the Federal awarding agency
or pass-through entity. Pass-through entities must monitor cash drawdowns by their
subrecipients to assure that subrecipients conform substantially to the same standards of timing
and amount as apply to the pass-through entity.

Interest earned on advances by local government grantees and subgranteesis required to be
submitted promptly, but at least quarterly, to the Federal agency. Up to $100 per year may be
kept for administrative expenses. Interest earned by non-State non-profit entities on Federal fund
balances in excess of $250 is required to be remitted to Department of Health and Human
Services, Payment Management System, P.O. Box 6021, Rockville, MD 20852.

U. S. Department of the Treasury (Treasury) regulations at 31 CFR part 205, which implement
the Cash Management Improvement Act of 1990 (CMIA), as amended (Pub. L. No. 101-453; 31
USC 6501 et seq.), require State recipients to enter into agreements that prescribe specific
methods of drawing down Federal funds (funding techniques) for selected large programs. The
agreements also specify the terms and conditions in which an interest liability would be incurred.
Programs not covered by a Treasury-State Agreement are subject to procedures prescribed by
Treasury in Subpart B of 31 CFR part 205 (Subpart B).

The requirements for cash management are contained in the OMB Circular 102 (Paragraph 2.a.),
the A-102 Common Rule (§ _ .21), OMB Circular A-110 (8 .22), Treasury regulations at 31
CFR part 205, Federal awarding agency regulations, and the terms and conditions of the award.
Availability of Other Information

Treasury’s Financial Management Service maintains a Cash Management |mprovement Act page
on the Internet (http://www.fms.treas.gov/cmia/).

Audit Objectives

1. Obtain an understanding of internal control, assess risk, and test internal control as
required by OMB Circular A-133 8 .500(c).
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5.

Determine whether the recipient/subrecipient followed procedures to minimize the time
elapsing between the transfer of funds from the U.S. Treasury, or pass-through entity, and
their disbursement.

Determine whether States have complied with the terms and conditions of the Treasury-
State Agreement or Subpart B procedures prescribed by Treasury.

Determine whether the pass-through entity implemented procedures to assure that
subrecipients conformed substantially to the same timing requirements that apply to the
pass-through entity.

Determine whether interest earned on advances was reported/remitted as required.

Suggested Audit Procedures—Internal Control

1.

Using the guidance provided in Part 6 — Internal Control, perform procedures to obtain an
understanding of internal control sufficient to plan the audit to support alow assessed
level of control risk for the program.

Plan the testing of internal control to support alow assessed level of control risk for cash
management and perform the testing of internal control as planned. If internal control
over some or al of the compliance requirementsis likely to be ineffective, see the
aternative proceduresin 8 .500(c)(3) of OMB Circular A-133, including assessing the
control risk at the maximum and considering whether additional compliance tests and
reporting are required because of ineffective internal control.

Consider the results of the testing of internal control in assessing the risk of
noncompliance. Use this asthe basis for determining the nature, timing, and extent (e.g.,
number of transactions to be selected) of substantive tests of compliance.

Suggested Audit Procedures— Compliance

Note: The following procedures are intended to be applied to each program determined to be

major.

However, due to the nature of cash management and the system of cash management in

placein aparticular entity, it may be appropriate and more efficient to perform these procedures
for all programs collectively rather than separately for each program.

Sates

1.

For programs tested as major for States, verify which of those programs are covered by
the Treasury-State Agreement in accordance with the materiality thresholdsin 31 CFR
section 205.5, Table A).

For those programs identified in procedure 1, determine the funding techniques used for
those programs. For those funding techniques that require clearance patterns to schedule
the transfer of funds to the State, review documentation supporting the clearance pattern
and verify that the clearance pattern conforms to the requirements for devel oping and
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maintaining clearance patterns as specified in the Treasury-State Agreement (31 CFR
sections 205.12, 205.20, and 205.22.

Select a sample of Federal cash draws and verify that:

a The timing of the Federal cash draws was in compliance with the applicable
funding techniques specified in the Treasury-State Agreement or Subpart B
procedures, whichever is applicable (31 CFR sections 205.11 and 205.33).

b. To the extent available, program income, rebates, refunds, and other income and
receipts were disbursed before requesting additional Federal cash draws as
required by the A-102 Common Rule (8__ .21) and OMB Circular A-110
(8__.22).

Where applicable, select a sample of reimbursement requests and trace to supporting
documentation showing that the costs for which reimbursement was requested were paid
prior to the date of the reimbursement request (31 CFR section 205.12(b)(5)).

Review the calculation of the interest obligation owed to or by the Federal Government,
reported on the annual report submitted by the State to ascertain that the calcul ation was
in accordance with Treasury regulations and the terms of the Treasury-State Agreement
or Subpart B procedures. Trace amounts used in the calculation to supporting
documentation.

Sates and Other Recipients

6.

For those programs where Federal cash draws are passed through to subrecipients:

a Select a representative sample of subrecipients and ascertain the procedures
implemented to assure that subrecipients minimize the time elapsing between the
transfer of Federal funds from the recipient and the pay out of funds for program
purposes (A-102 Common Rule 8 .37(a)(4)).

b. Select arepresentative sample of Federal cash draws by subrecipients and
ascertain that they conformed to the procedures.

Other Recipients and Subrecipients

7.

For those programs that received advances of Federal funds, ascertain the procedures
established with the Federal agency or pass-through entity to minimize the time between
the transfer of Federal funds and the pay out of funds for program purposes.

Select a sample of Federal cash draws and verify that:

a Established procedures to minimize the time elapsing between drawdown and
disbursement were followed.
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b. To the extent available, program income, rebates, refunds, and other income and
receipts were disbursed before requesting additional cash payments as required by
the A-102 Common Rule (8§ .21) and OMB Circular A-110 (§__ .22).

9. Where applicable, select a sample of reimbursement requests and trace to supporting
documentation showing that the costs for which reimbursement was requested were paid
prior to the date of the reimbursement request.

10. Review records to determine if interest was earned on Federal cash draws. If so, review
evidence to ascertain whether it was returned to the appropriate agency.

Note: The suggested audit procedures above for internal control and compliance testing may be
accomplished using dual-purpose testing.
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D. DAVISBACON ACT

Compliance Requirements

When required by the Davis-Bacon Act, the Department of Labor’s (DOL) governmentwide
implementation of the Davis-Bacon Act, or by Federal program legislation, all laborers and
mechanics employed by contractors or subcontractors to work on construction contracts in
excess of $2000 financed by Federal assistance funds must be paid wages not |ess than those
established for the locality of the project (prevailing wage rates) by the DOL (40 USC 3141-
3144, 3146, and 3147 (formerly 40 USC 276ato 276a-7)).

Non-federal entities shall include in their construction contracts subject to the Davis-Bacon Act a
requirement that the contractor or subcontractor comply with the requirements of the Davis-
Bacon Act and the DOL regulations (29 CFR part 5, Labor Standards Provisions Applicable to
Contacts Governing Federally Financed and Assisted Construction). This includes a requirement
for the contractor or subcontractor to submit to the non-Federal entity weekly, for each week in
which any contract work is performed, a copy of the payroll and a statement of compliance
(certified payrolls) (29 CFR sections 5.5 and 5.6). Thisreporting is often done using Optional
Form WH-347, which includes the required statement of compliance (OMB No. 1215-0149).

The requirements for Davis-Bacon are also contained in the A-102 Common Rule (8 .36(i)(5)
and OMB Circular A-110 (Appendix A Contract Provisions).

Availability of Other Information

The U.S. Department of Labor, Employment Standards Administration, maintains a Davis-Bacon
and Related Acts Internet page (http://www.dol.gov/esa/programs/dbral/index.htm). Optional
Form WH-347 and instructions are available on this Internet page.

Audit Objectives

1. Obtain an understanding of internal control, assess risk, and test internal control as
required by OMB Circular A-133 8§ .500(c).

2. Determine whether the non-Federal entity notified contractors and subcontractors of the
requirements to comply with the Davis-Bacon Act and obtained copies of certified
payrolls.

Suggested Audit Procedures—Internal Control

1. Using the guidance provided in Part 6 — Internal Control, perform procedures to obtain an
understanding of internal control sufficient to plan the audit to support alow assessed
level of control risk for the program.
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2. Plan the testing of internal control to support alow assessed level of control risk for
Davis-Bacon Act and perform the testing of internal control as planned. If internal
control over some or all of the compliance requirementsis likely to be ineffective, see the
alternative proceduresin 8 .500(c)(3) of OMB Circular A-133, including assessing the
control risk at the maximum and considering whether additional compliance tests and
reporting are required because of ineffective internal control.

3. Consider the results of the testing of internal control in assessing the risk of
noncompliance. Use this as the basis for determining the nature, timing, and extent (e.g.,
number of transactions to be selected) of substantive tests of compliance.

Suggested Audit Procedures— Compliance

1 Select a sample of construction contracts and subcontracts greater than $2000 that are
covered by the Davis-Bacon Act and perform the following procedures:

a Verify that the required prevailing wage rate clauses were included.

b. Verify that the contractor or subcontractor submitted weekly the required certified
payrolls.

Note: The suggested audit procedures above for internal control and compliance testing may be
accomplished using dual-purpose testing.
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E. ELIGIBILITY

Compliance Requirements

The specific requirements for eligibility are unique to each Federal program and are found in the
laws, regulations, and the provisions of contract or grant agreements pertaining to the program.
For programs listed in the Compliance Supplement, these specific requirements arein Part 4 —
Agency Program Requirements or Part 5 — Clusters of Programs, as applicable. This compliance
requirement specifies the criteria for determining the individuals, groups of individuals, or
subrecipients that can participate in the program and the amounts for which they qualify.

Audit Objectives

1. Obtain an understanding of internal control, assess risk, and test internal control as
required by OMB Circular A-133 8§ .500(c).

2. Determine whether required eligibility determinations were made, (including obtaining
any required documentation/verifications), that individual program participants or groups
of participants (including area of service delivery) were determined to be eligible, and
that only eligible individuals or groups of individuals (including area of service delivery)
participated in the program.

3. Determine whether subawards were made only to eligible subrecipients.

4, Determine whether amounts provided to or on behalf of eligibles were calculated in
accordance with program requirements.

Suggested Audit Procedures—Internal Control

1. Using the guidance provided in Part 6 — Internal Control, perform procedures to obtain an
understanding of internal control sufficient to plan the audit to support alow assessed
level of control risk for the program.

2. Plan the testing of internal control to support alow assessed level of control risk for
eligibility and perform the testing of internal control as planned. If internal control over
some or all of the compliance requirementsis likely to be ineffective, see the alternative
proceduresin 8 .500(c)(3) of OMB Circular A-133, including assessing the control
risk at the maximum and considering whether additional compliance tests and reporting
are required because of ineffective internal control.

3. Consider the results of the testing of internal control in assessing the risk of
noncompliance. Use this as the basis for determining the nature, timing, and extent (e.g.,
number of transactions to be selected) of substantive tests of compliance.

A-133 Compliance Supplement 3E-1



March 2008

Compliance Requirements

Suggested Audit Procedures— Compliance

1 Eligibility for Individuals

a

For some Federal programs with alarge number of people receiving benefits, the
non-Federal entity may use a computer system for processing individual
eligibility determinations and delivery of benefits. Often these computer systems
are complex and will be separate from the non-Federal entity’ s regular financial
accounting system. Typical functions a computer system for eligibility may
perform are:

- Perform calculations to assist in determining who is eligible and the amount
of benefits

- Pay benefits (e.g., write checks)

- Maintain eligibility records, including information about each individual and
benefits paid to or on behalf of the individual (regular payments, refunds,
and adjustments)

- Track the period of time an individual is eligible and stop benefits at the end
of a predetermined period unless, there is aredetermination of eligibility

- Perform matches with other computer data bases to verify digibility (e.g.,
matches to verify earnings or identify individuals who are deceased)

- Control who is authorized to approve benefits for eligibles (e.g., an
employee may be approving benefits on-line and this process may be
controlled by passwords or other access controls)

- Produce exception reports indicating likely errors that need follow-up (e.g.,
when benefits exceed a certain amount, would not be appropriate for a
particular classification of individuals, or are paid more frequently than
normal)

Because of the diversity of computer systems, both hardware and software, it is
not practical for this Supplement to provide suggested audit procedures to address
each system. However, generally accepted auditing standards provide guidance
for the auditor when computer processing relates to accounting information that
can materially effect the financial statements being audited. Similarly, when
eligibility is material to amajor program, and a computer system isintegral to
eligibility compliance, the auditor should follow this guidance and consider the
non-Federal entity’s computer processing. The auditor should perform audit
procedures relative to the computer system for eligibility as necessary to support
the opinion on compliance for the major program. Due to the nature and controls
of computer systems, the auditor may choose to perform these tests of the
computer systems as part of testing the internal controls for eligibility.
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b. Solit Eligibility Determination Functions

Q) Background — Some non-Federal entities pay the Federa benefits to the
eligible participants but arrange with another entity to perform part or all
of the eligibility determination. For example, a State arranges with local
government social services agencies to perform the “intake function” (e.g.,
the meeting with the social services client to determine income and
categorical eligibility) while the State maintains the computer systems
supporting the eligibility determination process and actually paysthe
benefits to the participants. The State is fully responsible for Federal
compliance for the eligibility determination as the benefits are paid by the
State and State shows the benefits paid as Federal awards expended on the
State’ s Schedule of Expenditures of Federal Awards. Therefore, the
auditor of the State is responsible for meeting the internal control and
compliance audit objectives for eligibility. This may require the auditor of
the State to perform or arrange for additional procedures to ensure
compliant eligibility determinations when another entity performs part of
the eligibility determination functions.

2 Ensure that eligibility testing includes all benefit payments regardless of
whether another entity, by arrangement, performs part of the eligibility
determination functions.

C. Perform procedures to ascertain if the non-Federal entity’ s records/database
includes al individuals receiving benefits during the audit period (e.g., that the
population of individuals receiving benefits is complete).

d. Select a sample of individuals receiving benefits and perform tests to ascertain if

Q) The required digibility determinations and redeterminations, (including
obtaining any required documentation/verifications) were performed and
the individual was determined to be eligible. Specific individuals were
eligible in accordance with the compliance requirements of the program.
(Note that some programs have both initial and continuing eligibility
requirements and the auditor should design and perform appropriate tests
for both. Also, some programs require periodic redeterminations of
eligibility, which should also be tested.)

(2 Benefits paid to or on behalf of the individuals were calculated correctly
and in compliance with the requirements of the program.

3 Benefits were discontinued when the period of eligibility expired.

e In some programs, the non-Federal entity isrequired to use a quality control
process to obtain assurances about eligibility. Review the quality control process
and perform tests to ascertain if it is operating to effectively meet the objectives of
the process and in compliance with applicable program requirements.
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2. Eligibility for Group of Individuals or Area of Service Delivery

a

In some cases, the non-Federal entity may be required to perform procedures to
determine whether a population or area of service delivery iseligible. Test
information used in determining eligibility and ascertain if the population or area
of service delivery was eligible.

Perform tests to ascertain if:
Q) The population or area served was €ligible.

2 The benefits paid to or on behalf of the individuals or area of service
delivery were calculated correctly.

3. Eligibility for Subrecipients

a

If the determination of eligibility is based upon an approved application or plan,
obtain a copy of this document and identify the applicable eligibility
requirements.

Select a sample of the awards to subrecipients and perform procedures to verify
that the subrecipients were eligible and amounts awarded were within funding
limits.

Note: The suggested audit procedures above for internal control and compliance testing may be
accomplished using dual-purpose testing.

A-133 Compliance Supplement 3-E-4



March 2008 Compliance Requirements

F. EQUIPMENT AND REAL PROPERTY MANAGEMENT
Compliance Requirements
Equipment Management

Title to equipment acquired by a non-Federal entity with Federal awards vests with the non-
Federal entity. Equipment means tangible nonexpendable property, including exempt property,
charged directly to the award having a useful life of more than one year and an acquisition cost
of $5000 or more per unit. However, consistent with a non-Federal entity’s policy, lower limits
may be established.

A State shall use, manage, and dispose of equipment acquired under a Federal grant in
accordance with State laws and procedures. Subrecipients of States who are local governments
or Indian tribes shall use State laws and procedures for equipment acquired under a subgrant
from a State.

Loca governments and Indian tribes shall follow the A-102 Common Rule for equipment
acquired under Federal awards received directly from a Federal awarding agency. Institutions of
higher education, hospitals, and other non-profit organizations shall follow the provisions of
OMB Circular A-110. Basically, the A-102 Common Rule and OMB Circular A-110 require
that equipment be used in the program for which it was acquired or, when appropriate, other
Federal programs. Equipment records shall be maintained, a physical inventory of equipment
shall be taken at least once every two years and reconciled to the equipment records, an
appropriate control system shall be used to safeguard equipment, and equipment shall be
adequately maintained. When equipment with a current per unit fair market value of $5000 or
more is no longer needed for a Federal program, it may be retained or sold with the Federa
agency having aright to a proportionate (percent of Federal participation in the cost of the
original project) amount of the current fair market value. Proper sales procedures shall be used
that provide for competition to the extent practicable and result in the highest possible return.

The requirements for equipment are contained in the A-102 Common Rule (8 __ .32), OMB
Circular A-110 (8___.34), Federal awarding agency program regulations, and the terms and
conditions of the award.

Real Property Management

Titleto real property acquired by non-Federal entities with Federal awards vests with the non-
Federal entity. Real property shall be used for the originally authorized purpose as long as
needed for that purpose. For non-Federal entities covered by OMB Circular A-110 and with
written approval from the Federal awarding agency, the real property may be used in other
federally sponsored projects or programs that have purposes consistent with those authorized for
support by the Federal awarding agency. The non-Federal entity may not dispose of or
encumber thetitle to real property without the prior consent of the awarding agency.
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When real property isno longer needed for federally supported programs or projects, the non-
Federal entity shall request disposition instructions. For purposes of this compliance
requirement, the recipient makes the request to the Federal awarding agency. Subrecipients
make requests through the recipient (pass-through entity) and do not make requests directly to
the Federal awarding agency. The pass-through recipient is required to comply (ensure
compliance) with the direction of the Federal awarding agency and the terms and conditions of
itsaward. When real property is sold, sales procedures should provide for competition to the
extent practicable and result in the highest possible return. If sold, non-Federal entities are
normally required to remit to the awarding agency the Federal portion (based on the Federal
participation in the project) of net sales proceeds. If the property is retained, the non-Federal
entity shall normally compensate the awarding agency for the Federa portion of the current fair
market value of the property. Disposition instructions may also provide for transfer of titlein
which case, the non-Federal entity is entitled to compensation for its percentage share of the
current fair market value.

The requirements for real property are contained in the A-102 Common Rule (8 .31), OMB
Circular A-110 (8___ .32), Federa awarding agency regulations, and the terms and conditions of
the award.

Audit Objectives

1 Obtain an understanding of internal control, assess risk, and test internal control as
required by OMB Circular A-133 8§ .500(c).

2. Determine whether the non-Federal entity maintains proper records for equipment and
adequately safeguards and maintains equipment.

3. Determine whether disposition or encumbrance of any equipment or real property
acquired under Federal awardsisin accordance with Federal requirements and that the
awarding agency was compensated for its share of any property sold or converted to non-
Federal use.

Suggested Audit Procedures—Internal Control

1. Using the guidance provided in Part 6 — Internal Control, perform procedures to obtain an
understanding of internal control sufficient to plan the audit to support alow assessed
level of control risk for the program.

2. Plan the testing of internal control to support alow assessed level of control risk for
equipment and real property management and perform the testing of internal control as
planned. If internal control over some or all of the compliance requirementsislikely to
be ineffective, see the alternative proceduresin 8§ .500(c)(3) of OMB Circular A-133,
including assessing the control risk at the maximum and considering whether additional
compliance tests and reporting are required because of ineffective internal control.

3. Consider the results of the testing of internal control in assessing the risk of
noncompliance. Use this as the basis for determining the nature, timing, and extent (e.g.,
number of transactions to be selected) of substantive tests of compliance.
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Suggested Audit Procedures— Compliance

(Procedure 1 only applies to subrecipients of States that are local governments or Indian tribal
governments. Procedure 2 only applies to States and to subrecipients of Sates that are local
governments or Indian tribal governments.)

1 Obtain entity’ s policies and procedures for equipment management and ascertain if they
comply with the State’ s policies and procedures.

2. Select a sample of equipment transactions and test for compliance with the State’'s
policies and procedures for management and disposition of equipment.

(Procedures 3-4 only apply to institutions of higher education, hospitals, and other non-profit
organizations, and Federal awards received directly from a Federal awarding agency by a local
government or an Indian tribal government.)

3. Inventory Management of Equipment

a

Inquireif arequired physical inventory of equipment acquired under Federal
awards was taken within the last two years. Test whether any differences between
the physical inventory and equipment records were resolved.

| dentify equipment acquired under Federal awards during the audit period and
trace selected purchases to the property records. Verify that the property records
contain the following information about the equipment: description (including
serial number or other identification number), source, who holds title, acquisition
date and cost, percentage of Federal participation in the cost, location, condition,
and any ultimate disposition data including, the date of disposal and sales price or
method used to determine current fair market value.

Select a sample of equipment identified as acquired under Federal awards from
the property records and physically inspect the equipment including whether the
equipment is appropriately safeguarded and maintained.

4, Disposition of Equipment

a

Determine the amount of equipment dispositions for the audit period and perform
procedures to verify that dispositions were properly classified between equipment
acquired under Federal awards and equipment otherwise acquired.

For dispositions of equipment acquired under Federal awards, perform procedures
to verify that the dispositions were properly reflected in the property records.

For dispositions of equipment acquired under Federal awards with a current per-
unit fair market value of $5000 or more, test whether the awarding agency was
reimbursed for the appropriate Federal share.
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(Procedure 5 applies to States, local governments, Indian tribal governments and non-profit
organizations regardless of whether funding isreceived as a recipient or subrecipient.)

5. Disposition of Real Property

a Determine real property dispositions for the audit period and ascertain such real
property acquired with Federal awards.

b. For dispositions of real property acquired under Federal awards, perform
procedures to verify that the non-Federal entity followed the instructions of the
awarding agency, which will normally require reimbursement to the awarding
agency for the Federal portion of net sales or fair market value at the time of
disposition, as applicable.

Note: The suggested audit procedures above for internal control and compliance testing may be
accomplished using dual-purpose testing.
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G. MATCHING, LEVEL OF EFFORT, EARMARKING

Compliance Requirements

The specific requirements for matching, level of effort, and earmarking are unique to each
Federal program and are found in the laws, regulations, and the provisions of contract or grant
agreements pertaining to the program. For programs listed in this Supplement, these specific
requirements are in Part 4 — Agency Program Requirements or Part 5 — Clusters of Programs, as
applicable.

However, for matching, the A-102 Common Rule (8 .24) and OMB Circular A-110
(8_.23) provide detailed criteria for acceptable costs and contributions. The following isalist
of the basic criteriafor acceptable matching:

- Are verifiable from the non-Federal entity’ s records.

- Are not included as contributions for any other federally assisted project or program,
unless specifically allowed by Federal program laws and regulations.

- Are necessary and reasonable for proper and efficient accomplishment of project or
program objectives.

- Are alowed under the applicable cost principles.

- Are not paid by the Federal Government under another award, except where authorized
by Federal statute to be allowable for cost sharing or matching.

- Are provided for in the approved budget when required by the Federal awarding
agency.

- Conform to other applicable provisions of the A-102 Common Rule and OMB
Circular A-110 and the laws, regulations, and provisions of contract or grant
agreements applicable to the program.

Matching, level of effort, and earmarking are defined as follows:

1 Matching or cost sharing includes requirements to provide contributions (usually non-
Federal) of a specified amount or percentage to match Federal awards. Matching may be
in the form of allowable costs incurred or in-kind contributions (including third-party in-
kind contributions).

2. Level of effort includes requirements for (a) a specified level of service to be provided
from period to period, (b) a specified level of expenditures from non-Federal or Federal
sources for specified activities to be maintained from period to period, and (c) Federa
funds to supplement and not supplant non-Federal funding of services.
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3.

Earmarking includes requirements that specify the minimum and/or maximum amount or
percentage of the program’ s funding that must/may be used for specified activities,
including funds provided to subrecipients. Earmarking may also be specified in relation
to the types of participants covered.

Audit Objectives

1.

Obtain an understanding of internal control, assessrisk, and test internal control as
required by OMB Circular A-133 8 .500(c).

Matching — Determine whether the minimum amount or percentage of contributions or
matching funds was provided.

Level of Effort — Determine whether specified service or expenditure levels were
maintai ned.

Earmarking — Determine whether minimum or maximum limits for specified purposes or
types of participants were met.

Suggested Audit Procedures—Internal Control

1.

Using the guidance provided in Part 6 — Internal Control, perform procedures to obtain an
understanding of internal control sufficient to plan the audit to support alow assessed
level of control risk for the program.

Plan the testing of internal control to support alow assessed level of control risk for
matching, level of effort, earmarking and perform the testing of internal control as
planned. If internal control over some or all of the compliance requirementsislikely to
be ineffective, see the aternative proceduresin 8 .500(c)(3) of OMB Circular A-133,
including assessing the control risk at the maximum and considering whether additional
compliance tests and reporting are required because of ineffective internal control.

Consider the results of the testing of internal control in assessing the risk of
noncompliance. Use this asthe basis for determining the nature, timing, and extent (e.g.,
number of transactions to be selected) of substantive tests of compliance.

Suggested Audit Procedures— Compliance

1.

Matching

a Perform tests to verify that the required matching contributions were met.

b. Ascertain the sources of matching contributions and perform tests to verify that
they were from an allowable source.
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C. Test records to corroborate that the values placed on in-kind contributions
(including third party in-kind contributions) are in accordance with the OMB cost
principles circulars, the A-102 Common Rule, OMB Circular A-110, program
regulations, and the terms of the award.

d. Test transactions used to match for compliance with the allowabl e costs/cost
principles requirement. Thistest may be performed in conjunction with the
testing of the requirements related to allowable costs/cost principles.

2.1 Level of Effort — Maintenance of Effort

a Identify the required level of effort and perform tests to verify that the level of
effort requirement was met.

b. Perform test to verify that only allowable categories of expenditures or other
effort indicators (e.g., hours, number of people served) were included in the
computation and that the categories were consistent from year to year. For
example, in some programs, capital expenditures may not be included in the

computation.

C. Perform procedures to verify that the amounts used in the computation were
derived from the books and records from which the audited financial statements
were prepared.

d. Perform procedures to verify that non-monetary effort indicators were supported

by official records.
2.2  Level of Effort — Supplement Not Supplant

a Ascertain if the entity used Federal funds to provide services which they were
required to make available under Federal, State, or local law and were also made
available by funds subject to a supplement not supplant requirement.

b. Ascertain if the entity used Federal funds to provide services which were provided
with non-Federal fundsin the prior year.

Q) |dentify the federally funded services.

2 Perform procedures to determine whether the Federal program funded
services that were previously provided with non-Federal funds.

3 Perform procedures to ascertain if the total level of services applicable to
the requirement increased in proportion to the level of Federal
contribution.
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3. Earmarking

a

b.

| dentify the applicable percentage or dollar requirements for earmarking.

Perform procedures to verify that the amounts recorded in the financial records
met the requirements (e.g., when a minimum amount is required to be spent for a
specified type of service, perform procedures to verify that the financial records
show that at least the minimum amount for this type of service was charged to the
program; or, when the amount spent on a specified type of service may not exceed
amaximum amount, perform procedures to verify that the financial records show
no more than this maximum amount for the specified type of service was charged
to the program).

When earmarking requirements specify a minimum percentage or amount, select
a sample of transactions supporting the specified amount or percentage and
perform tests to verify proper classification to meet the minimum percentage or
amount.

When the earmarking requirements specify a maximum percentage or amount,
review the financia records to identify transactions for the specified activity
which were improperly classified in another account (e.g., if only 10 percent may
be spent for administrative costs, review accounts for other than administrative
costs to identify administrative costs which were improperly classified elsewhere
and cause the maximum percentage or amount to be exceeded).

When earmarking requirements prescribe the minimum number or percentage of
specified types of participants that can be served, select a sample of participants
that are counted toward meeting the minimum requirement and perform teststo

verify that they were properly classified.

When earmarking requirements prescribe the maximum number or percentage of
specified types of participants that can be served, select a sample of other
participants and perform tests to verify that they were not of the specified type.

Note: The suggested audit procedures above for internal control and compliance testing may be
accomplished using dual-purpose testing.

A-133 Compliance Supplement 3-G-4



March 2008 Compliance Reguirements

H. PERIOD OF AVAILABILITY OF FEDERAL FUNDS
Compliance Requirements

Federal awards may specify atime period during which the non-Federal entity may use the
Federal funds. Where afunding period is specified, a non-Federal entity may charge to the
award only costs resulting from obligations incurred during the funding period and any pre-
award costs authorized by the Federal awarding agency. Also, if authorized by the Federal
program, unobligated balances may be carried over and charged for obligations of the subsequent
funding period. Obligations means the amounts of orders placed, contracts and subgrants
awarded, goods and services received, and similar transactions during a given period that will
reguire payment by the non-Federal entity during the same or afuture period (A-102 Common
Rule, 8 .23; OMB Circular A-110, 8 .28).

Non-Federal entities subject to the A-102 Common Rule shall liquidate all obligations incurred
under the award not later than 90 days after the end of the funding period (or as specified in a
program regulation) to coincide with the submission of the annual Financial Status report
(SF-269). The Federal agency may extend this deadline upon request (A-102 Common Rule,

§ .23).

An example used by a program to determine when an obligation occurs (is made) is found under
Part 4, Department of Education, CFDA 84.000 (Cross-Cutting Section).

Audit Objective

1 Obtain an understanding of internal control, assessrisk, and test internal control as
required by OMB Circular A-133 8 .500(c).

2. Determine whether Federal funds were obligated within the period of availability and
obligations were liquidated within the required time period.

Suggested Audit Procedures—Internal Control

1 Using the guidance provided in Part 6 — Internal Control, perform procedures to obtain an
understanding of internal control sufficient to plan the audit to support alow assessed
level of control risk for the program.

2. Plan the testing of internal control to support alow assessed level of control risk for
period of availability of Federal funds and perform the testing of internal control as
planned. If internal control over some or all of the compliance requirementsislikely to
be ineffective, see the aternative proceduresin 8 .500(c)(3) of OMB Circular A-133,
including assessing the control risk at the maximum and considering whether additional
compliance tests and reporting are required because of ineffective internal control.

3. Consider the results of the testing of internal control in assessing the risk of
noncompliance. Use this asthe basis for determining the nature, timing, and extent (e.g.,
number of transactions to be selected) of substantive tests of compliance.
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Suggested Audit Procedures— Compliance

1. Review the award documents and regulations pertaining to the program and determine
any award-specific requirements related to the period of availability and document the
availability period.

2. Test asample of transactions charged to the Federal award after the end of the period of

availability and verify that the underlying obligations occurred within the period of
availability and that the liquidation (payment) was made within the alowed time period.

3. Test asample of transactions that were recorded during the period of availability and
verify that the underlying obligations occurred within the period of availability.

4, Select a sample of adjustments to the Federal funds and verify that these adjustments
were for transactions that occurred during the period of availability.

Note: The suggested audit procedures above for internal control and compliance testing may be
accomplished using dual-purpose testing.
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I. PROCUREMENT AND SUSPENSION AND DEBARMENT
Compliance Requirements
Procurement

States, and governmental subrecipients of States, shall use the same State policies and
procedures used for procurements from non-Federal funds. They also shall ensure that every
purchase order or other contract includes any clauses required by Federal statutes and executive
orders and their implementing regul ations.

Loca governments and Indian tribal governments which are not subrecipients of States will use
their own procurement procedures provided that they conform to applicable Federal law and
regulations and standards identified in the A-102 Common Rule.

Institutions of higher education, hospitals, and other non-profit organizations shall use
procurement procedures that conform to applicable Federal law and regulations and standards
identified in OMB Circular A-110.

All non-Federal entities shall follow Federal laws and implementing regulations applicable to
procurements, as noted in Federal agency implementation of the A-102 Common Rule and OMB
Circular A-110.

Requirements for procurement are contained in the A-102 Common Rule (8 .36), OMB
Circular A-110 (8 .40through 8 .48), Federal awarding agency regulations, and the
terms of the award. The specific references for the A-102 Common Rule and OMB Circular A-
110, respectively are given for each procedure indicated below. (The first number listed refersto
the A-102 Common Rule and the second refersto A-110.)

Suspension and Debar ment

Non-Federal entities are prohibited from contracting with or making subawards under covered
transactions to parties that are suspended or debarred or whose principals are suspended or
debarred. “Covered transactions’ include those procurement contracts for goods and services
awarded under a nonprocurement transaction (e.g., grant or cooperative agreement) that are
expected to equal or exceed $25,000 or meet certain other specified criteria. 8 .220 of the
governmentwide nonprocurement debarment and suspension common rule contains those
additional limited circumstances. All nonprocurement transactions (i.e., subawards to
subrecipients), irrespective of award amount, are considered covered transactions.

When a non-federal entity enters into a covered transaction with an entity at alower tier, the non-
federal entity must verify that the entity is not suspended or debarred or otherwise excluded.

This verification may be accomplished by checking the Excluded Parties List System (EPLS)
maintained by the General Services Administration (GSA), collecting a certification from the
entity, or adding a clause or condition to the covered transaction with that entity (§ .300). The
information contained in the EPLS is availablein printed and electronic formats. The printed
version is published monthly. Copies may be obtained by purchasing ayearly subscription from
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the Superintendent of Documents, U.S. Government Printing Office, Washington, DC 20402, or
by calling the Government Printing Office Inquiry and Order Desk at (202) 783-3238. The
electronic version can be accessed on the Internet (http://epls.arnet.gov).

Governmentwide requirements for nonprocurement suspension and debarment are contained in
the OMB guidance in 2 CFR part 180, which implements Executive Orders 12549 and 12689,
Debarment and Suspension. The OMB guidance, which superseded the common rule published
November 26, 2003, is substantially the same asthat rule. Most of the Federal agencies have
adopted this guidance and relocated their associated agency rulesin Title 2 of the CFR asfinal
rules. For any agency that has not completed its adoption of 2 CFR part 180, pending
completion of that adoption, agency implementations of the common rule remain in effect.
Appendix 11 includes the current CFR citations for all agencies. In either case, the applicable
regquirements are specified in the terms and conditions of award.

Audit Objectives

1. Obtain an understanding of internal control, assessrisk, and test internal control as
required by OMB Circular A-133 8 .500(c).

2. Determine whether procurements were made in compliance with the provisions of the
A-102 Common Rule, OMB Circular A-110, and other procurement requirements
specific to an award.

3. For covered transactions determine whether the non-Federal entity verified that entities
are not suspended or debarred or otherwise excluded.

Suggested Audit Procedures—Internal Control

1. Using the guidance provided in Part 6 — Internal Control, perform procedures to obtain an
understanding of internal control sufficient to plan the audit to support alow assessed
level of control risk for the program.

2. Plan the testing of internal control to support alow assessed level of control risk for
procurement and suspension and debarment and perform the testing of internal control as
planned. If internal control over some or all of the compliance requirementsislikely to
be ineffective, see the aternative proceduresin 8 .500(c)(3) of OMB Circular A-133,
including assessing the control risk at the maximum and considering whether additional
compliance tests and reporting are required because of ineffective internal control.

3. Consider the results of the testing of internal control in assessing the risk of
noncompliance. Usethisasthe basisfor determining the nature, timing, and extent (e.g.,
number of transactions to be selected) of substantive tests of compliance.

A-133 Compliance Supplement 31-2


http://epls.arnet.gov/

March 2008 Compliance Requirements

Suggested Audit Procedures— Compliance

(Procedures 1 - 4 apply only to ingtitutions of higher education, hospitals, and other non-profit
organizations, and Federal awards received directly from a Federal awarding agency by a local
government or anlndian tribal government.)

1 Obtain entity’ s procurement policies. Verify that the policies comply with applicable
Federal requirements (8§ .36(b)(1) and § A43).

2. Ascertain if the entity has a policy to use statutorily or administratively imposed in-State
or local geographical preferencesin the evaluation of bids or proposals. If yes, verify
that these limitations were not applied to federally funded procurements except where
applicable Federal statutes expressly mandate or encourage geographic preference
(8 .36(c)(2)and & .43).

3. Examine procurement policies and procedures and verify the following:

a Written selection procedures require that solicitations incorporate a clear and
accurate description of the technical requirements for the material, product, or
service to be procured, identify all requirements that the offerors must fulfill, and
include all other factorsto be used in evaluating bids or proposals (8 .36(c)(3)
and8  .44(a)(3)).

b. There isawritten policy pertaining to ethical conduct (8§ .36(b)(3) and

8§ A42).
4. Select a sample of procurements and perform the following:
a Examine contract files and verify that they document the significant history of the

procurement, including the rationale for the method of procurement, selection of
contract type, contractor selection or rejection, and the basis of contract price
(8 .36(b)(9) and § 46).

b. Verify that procurements provide full and open competition (8§ .36(c)(1) and
8§ 43).

C. Examine documentation in support of the rationale to limit competition in those
cases where competition was limited and ascertain if the limitation was justified
(8 .36(b)(1) and (d)(4); and § 43and § 44(e)).

d. Verify that contract files exist and ascertain if appropriate cost or price analysis
was performed in connection with procurement actions, including contract
modifications and that this analysis supported the procurement action
(8___.36(f)and8___ .45).
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e Verify that the Federal awarding agency approved procurements exceeding
$100,000 when such approval was required. Procurements (1) awarded by
noncompetitive negotiation, (2) awarded when only asingle bid or offer was
received, (3) awarded to other than the apparent low bidder, or (4) specifying a
“brand name” product (8 .36(g)(1) and 8§  .44(e)) may require prior
Federal awarding agency approval.

f. Verify compliance with other procurement requirements specific to an award.

(Procedure 5 only applies to States and Federal awards subgranted by the Sate to a local
government or Indian tribal government.)

5. Test asample of procurementsto ascertain if the State’ s laws and procedures were
followed and that the policies and procedures used were the same as for non-Federal
funds.

(Procedure 6 appliesto all non-Federal entities)

6. Select a sample of procurements and subawards and—

a Test whether the non-Federal entities performed a verification check for covered
transactions, by checking the EPLS, collecting a certification from the entity, or
adding a clause or condition to the covered transaction with the entity; and

b. Test the sample of procurements and subawards against the EPL S, and ascertain if
covered transactions were awarded to suspended or debarred parties.

Note: The suggested audit procedures above for internal control and compliance testing may be
accomplished using dual-purpose testing.
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J. PROGRAM INCOME

Compliance Requirements

Program income is gross income received that is directly generated by the federally funded
project during the grant period. If authorized by Federal regulations or the grant agreement,
costs incident to the generation of program income may be deducted from gross income to
determine program income. Program income includes, but is not limited to, income from fees
for services performed, the use or rental of real or personal property acquired with grant funds,
the sale of commodities or items fabricated under a grant agreement, and payments of principal
and interest on loans made with grant funds. Except as otherwise provided in the Federal
awarding agency regulations or terms and conditions of the award, program income does not
include interest on grant funds (covered under “ Cash Management”), rebates, credits, discounts,
refunds, etc. (covered under “Allowable Costs/Cost Principles’), or interest earned on any of
them (covered under “Cash Management”). Program income does not include the proceeds from
the sale of equipment or real property (covered under * Equipment and Real Property
Management”).

Program income may be used in one of three methods: deducted from outlays, added to the
project budget, or used to meet matching requirements. Unless specified in the Federal awarding
agency regulations or the terms and conditions of the award, program income shall be deducted
from program outlays. However, for research and devel opment activities by institutions of
higher education, hospitals, and other non-profit organizations, the default method isto add
program income to the project budget. Unless Federal awarding agency regulations or the terms
and conditions of the award specify otherwise, non-Federal entities have no obligation to the
Federal Government regarding program income earned after the end of the grant period.

The requirements for program income are found in the A-102 Common Rule

(8 .21(payment)and 8 .25), OMB Circular A-110(8 .2 (program income
definition), 8 .22(payment), and 8 .24), Federa awarding agency laws, program
regulations, and the provisions of the contract or grant agreements pertaining to the program.

Audit Objectives

1. Obtain an understanding of internal control, assessrisk, and test internal control as
required by OMB Circular A-133 8 .500(c).

2. Determine whether program income is correctly determined, recorded, and used in
accordance with the program requirements, A-102 Common Rule, and OMB Circular
A-110, as applicable.

Suggested Audit Procedures—Internal Control

1. Using the guidance provided in Part 6 — Internal Control, perform procedures to obtain an
understanding of internal control sufficient to plan the audit to support alow assessed
level of control risk for the program.
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Plan the testing of internal control to support alow assessed level of control risk for
program income and perform the testing of internal control as planned. If internal control
over some or all of the compliance requirementsislikely to be ineffective, see the
alternative proceduresin 8 .500(c)(3) of OMB Circular A-133, including assessing the
control risk at the maximum and considering whether additional compliance tests and
reporting are required because of ineffective internal control.

Consider the results of the testing of internal control in assessing the risk of
noncompliance. Use this as the basis for determining the nature, timing, and extent (e.g.,
number of transactions to be selected) of substantive tests of compliance.

Suggested Audit Procedures— Compliance

1.

| dentify Program Income

a Review the laws, regulations, and the provisions of contract or grant agreements
applicable to the program and ascertain if program income was anticipated. 1f so,
ascertain the requirements for determining or assessing the amount of program
income (e.g., ascale for determining user fees, prohibition of assessing fees
against certain groups of individuals, etc.), and the requirements for recording and
using program income.

b. Inquire of management and review accounting records to ascertain if program
income was received.

Determining or Assessing Program Income — Perform tests to verify that program income
was properly determined or calculated in accordance with stated criteria, and that
program income was only collected from allowable sources.

Recording of Program Income — Perform tests to verify that all program income was
properly recorded in the accounting records.

Use of Program Income — Perform tests to ascertain if program income was used in
accordance with the program requirements, the A-102 Common Rule, and OMB Circular
A-110.

Note: The suggested audit procedures above for internal control and compliance testing may be
accomplished using dual-purpose testing.
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K. REAL PROPERTY ACQUISITION AND RELOCATION ASSISTANCE

Compliance Requirements

The Uniform Relocation Assistance and Real Property Acquisition Policies Act of 1970, as
amended, (URA) provides for uniform and equitable treatment of persons displaced by
Federally-assisted programs from their homes, businesses, or farms. Property acquired must be
appraised by qualified independent appraisers. All appraisals must be examined by areview
appraiser to assure acceptability. After acceptance, the review appraiser certifiesthe
recommended or approved value of the property for establishment of the offer of just
compensation to the owner. Federal requirements govern the determination of payments for
replacement housing assistance, rental assistance, and down payment assistance for individuals
displaced by federally funded projects. The regulations also cover the payment of moving-
related expenses and reestablishment expenses incurred by displaced businesses and farm
operations.

Governmentwide requirements for real property acquisition and relocation assistance are
contained in Department of Transportation’s single governmentwide rule at 49 CFR part 24,
Uniform Relocation Assistance and Real Property Acquisition Regulations for Federal and
Federally-Assisted Programs.

Audit Objectives

1. Obtain an understanding of internal control, assessrisk, and test internal control as
required by OMB Circular A-133 8 .500(c).

2. Determine whether the non-Federal entity complied with the real property acquisition,
appraisal, negotiation, and relocation requirements.

Suggested Audit Procedures—Internal Control

1 Using the guidance provided in Part 6 — Internal Control, perform procedures to obtain an
understanding of internal control sufficient to plan the audit to support alow assessed
level of control risk for the program.

2. Plan the testing of internal control to support alow assessed level of control risk for real
property acquisition and relocation assistance and perform the testing of internal control
asplanned. If internal control over some or all of the compliance requirementsis likely
to be ineffective, see the alternative proceduresin 8 .500(c)(3) of OMB Circular
A-133, including assessing the control risk at the maximum and considering whether
additional compliance tests and reporting are required because of ineffective internal
control.

3. Consider the results of the testing of internal control in assessing the risk of
noncompliance. Use this as the basis for determining the nature, timing, and extent (e.g.,
number of transactions to be selected) of substantive tests of compliance.
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Suggested Audit Procedures— Compliance

1. Inquire of management and review the records of Federal programsto ascertain if the
non-Federal entity administers Federally-assisted programs that involve the acquisition of
real property or the displacement of households or businesses.

2. Property Acquisitions
For a sample of acquisitions:

a Appraisal — Test recordsto ascertain if: (1) the just compensation amount offered
the property owner was determined by an appraisal process; (2) the appraisal(s)
was examined by areview appraiser; and, (3) the review appraiser prepared a
signed statement which explains the basis for adjusting comparable sales to reach
the review appraiser’ s determination of the fair market value.

b. Negotiations — Test supporting documentation to ascertain if: (1) awritten offer of
the appraised value was made to the property owner; and (2) awritten
justification was prepared if the purchase price for the property exceeded the
amount offered and that the documentation (e.g., recent court awards, estimated
trial costs, valuation problems) supports such administrative settlement as being
reasonable, prudent, and in the public interest.

C. Residential Relocations— Test supporting documentation to ascertain if the non-
Federal entity made available to the displaced persons one or more comparable
replacement dwellings.

3. Replacement Housing Payments — For a sample, test the non-Federal entity’ s records to
ascertain if there is documentation that supports the following:

a The owner occupied the displacement dwelling for at least 180 days immediately
prior to initiation of negotiations.

b. The non-Federal entity examined at |east three comparabl e replacement dwellings
available for sale and computed the payment on the basis of the price of the
dwelling most representative of the displacement dwelling.

C. The asking price for the comparable dwelling was adjusted, to the extent justified
by local market data, to recognize local area selling price reductions.

d. The allowance for increased mortgage cost “buy down” amount was computed
based on the remaining principal balance, the interest rate, and the remaining term
of the old mortgage on the displacement dwelling.

e The non-Federal entity prepared written justification on the need to employ last
resort housing provisions, if the total replacement housing payment exceeded
$22,500.
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4. Rental or Downpayment Assistance — For a sample, test the non-Federal entity’s records
to ascertain if there is documentation that supports the following:

a The displacee occupied the displacement dwelling for at least 90 days
immediately prior to initiation of negotiations.

b. The displacee rented, or purchased, and occupied a decent, safe, and sanitary
replacement dwelling within one year.

C. The non-Federal entity prepared written justification if the payment exceeded
$5,250.

5. Business Relocations — For a sample of business relocations:

a Moving Expenses — Test that payments for moving and related expenses were for
actual costsincurred or that fixed payments, in lieu of actual costs, were limited to
amaximum of $20,000 and computed based on the average annual net earnings of
the business, as evidenced by income tax returns, certified financial statements, or
other reliable evidence.

b. Business Reestablishment Expense — Verify that (1) the displacee was eligible asa

farm operation, a non-profit organization, or asmall business to receive
reestablishment assistance, and (2) the payment was for actual costs incurred and
did not exceed $10,000.

Note: The suggested audit procedures above for interna control and compliance testing may be
accomplished using dual-purpose testing.
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L. REPORTING
Compliance Requirements
Financial Reporting

Recipients should use the standard financial reporting forms or such other forms as may be
authorized by OMB (approval isindicated by an OMB paperwork control number on the form).
These other forms may include financial, performance, and special reporting. Each recipient
must report program outlays and program income on a cash or accrual basis, as prescribed by the
Federal awarding agency. If the Federal awarding agency requires accrual information and the
recipient’ s accounting records are not normally maintained on the accrual basis, the recipient is
not required to convert its accounting system to an accrual basis but may develop such accrual
information through analysis. The awarding agency may accept identical information from the
recipient in machine-readable format, computer printouts, or electronic outputsin lieu of the
prescribed formats.

The reporting requirements for subrecipients are as specified by the pass-through entity. In
many cases, these will be the same as or similar to the following requirements for recipients.

The standard financial reporting forms are as follows:

1 Financial Status Report (FSR) (S--269 (OMB No. 0348-0039) or S--269A (OMB No.
0348-0038)). Recipients use the FSR to report the status of funds for al non-construction
projects and for construction projects when the FSR isrequired in lieu of the SF-271.

2. Request for Advance or Reimbursement (S--270 (OMB No. 0348-0004)). Recipients use
the SF-270 to request Treasury advance payments and reimbursements under non-
construction programs.

3. Outlay Report and Request for Reimbursement for Construction Programs (SF-271
(OMB No. 0348-0002)). Recipients use the SF-271 to request funds for construction
projects unless advances or the SF-270 is used.

4, Federal Cash Transactions Report (S--272 (OMB No. 0348-0003) or S--272-A (OMB
No. 0348-0003)). Recipients use the SF-272 when payment is by advances or
reimbursements. The Federal awarding agency may waive the requirement for an SF-272
when electronic payment mechanisms provide adequate data.

Electronic versions of these standard forms are located on OMB’ s Internet home page
(http://www.whitehouse.gov/omb/grants/grants forms.html).
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Reporting Under the Payment Management System

Many recipients utilize the Payment Management System (PMS) operated by the Division of
Payment Management (DPM) within the Department of Health and Human Services' Program
Support Center. After a Federal agency awards agrant, DPM isresponsible for controlling
payments to the recipient; receiving collections for unexpended funds, duplicate payments, and
interest earned on Federal funds; accounting for disbursement information provided by the
recipient; and reporting data equivalent to the SF-272, Federal Cash Transactions Report, to the
recipient and the Federal agency.

Federal awarding agencies enter authorization amountsin PMSto allow recipientsto draw
Federal funds. There are three methods by which recipients can request funds: (1) the PMS 270
cash request, (2) SMARTLINK 11, or (3) CASHLINE systems. SMARTLINK Il enables
recipients to request Federal funds through computer link with DPM, while CASHLINE allows
funds to be requested via a touch-tone telephone. Once a quarter, using the authorization
amounts provided by the Federal agency, payments requested by recipients, cash collection
activity, and disbursement information provided by recipients, DPM generates PSC-272 reports.

The PSC 272 is a series of reports consisting of:

1 PSC 272, Federal Cash Transactions Report, Status of Federal Cash (OMB No. 0937-
0200). Thisreport provides atotal accountability of all Federal cash received by the
recipient. Itispartialy prepared by DPM based on data reported to DPM, and is
completed and certified by the recipient.

2. PSC 272-A, Federal Cash Transactions Report (OMB No. 0937-0200). Thisreportisa
continuation of the PMS-272 and is used by the recipient to report cash disbursementsto
DPM.

3. PSC 272-B, Statement of Cash Accountability (OMB No. 0937-0200). Thisreport is
furnished for the recipient’ sinformation and shows how the recipient’s cash
accountability was derived by DPM.

4, PSC 272-C, Error Correction Document (OMB No. 0937-0200). This report can be used
by the recipient to report data reconciliation problems for awards on the PSC 272-A or
the Advances to Payee portion of the PSC 272-B.

5. PSC 272-E, Major Program Satement (OMB No. 0937-0200). Thisreport isfurnished to
States, Indian tribes, and cross-serviced organizations for their information only. This
report listsindividual payments during the quarter among the various programs, and
provides a cash accountability for all advances received through PM S by major program.
All information provided is pre-printed by DPM.

6. PSC 272-F, Authorizations for Future Periods (OMB No. 0937-0200). Thisreport is
provided for information only and requires no action by the recipient. It represents all
awards posted in the PM 'S database that have effective dates in future reporting periods.
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7. PSC 272-G, Inactive Documents Report (OMB No. 0937-0200). Thisreport listsall
awards posted in the PM S database that have become inactive or fully disbursed during
the current period or aprevious period. In the event that disbursement adjustments are
required, they should be reported viathe PSC 272-A.

The reports are either mailed to the recipient or electronically downloaded by the recipient using
DPM'’ s Electronic 272 System. Recipients should verify the reported amounts. If discrepancies
are noted, the report is annotated (or the PSC 272-C is completed) and returned to DPM. The
recipient uses the PSC 272-A to report the amount of disbursements made; then signs, dates, and
returns the report to DPM. Recipients may report disbursements data el ectronically using the
Electronic 272 process. PSC 272 reporting requirements do not apply to block grant programs;
however, DPM does provide block grant recipients with a PSC 272-E, Major Program
Satement, quarterly. Thisreport is provided solely for information and no action is required by
the recipient.

Performance Reporting

Recipients shall submit performance reports at least annually but not more frequently than
quarterly. Performance reports generally contain, for each award, brief information of the
following types:

1. A comparison of actual accomplishments with the goals and objectives established for the
period.

2. Reasons why established goals were not met, if appropriate.

3. Other pertinent information including, when appropriate, analysis and explanation of cost
overruns or high unit costs.

Soecial Reporting

Non-Federal entities may be required to submit other reporting which may be used by the
Federal agency for such purposes as allocating program funding.

Compliance testing of performance and special reporting are only required for data that are
quantifiable and meet the following criteria:

1. Have adirect and material effect on the program.

2. Are capable of evaluation against objective criteria stated in the laws, regulations,
contract or grant agreements pertaining to the program.

Performance and special reporting data specified in Part 4, Compliance Requirements, meet the
above criteria.
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Reporting requirements are contained in the following documents:

a A-102 Common Rule - Financial reporting, 8§ .41; Performance reporting,

8§  .40(b).

b. OMB Circular A-110 - Financial reporting, § .52; Performance reporting,
8§ 51.

C. The laws, regulations, and the provisions of contract or grant agreements

pertaining to the program.
Audit Objectives

1. Obtain an understanding of internal control, assessrisk, and test internal control as
required by OMB Circular A-133 8 .500(c).

2. Determine whether required reports for Federal awards include al activity of the
reporting period, are supported by applicable accounting or performance records, and are
fairly presented in accordance with program requirements.

Suggested Audit Procedures—Internal Control

1. Using the guidance provided in Part 6 — Internal Control, perform procedures to obtain an
understanding of internal control sufficient to plan the audit to support alow assessed
level of control risk for the program.

2. Plan the testing of internal control to support alow assessed level of control risk for
reporting and perform the testing of internal control as planned. If internal control over
some or al of the compliance requirementsis likely to be ineffective, see the alternative
proceduresin 8 .500(c)(3) of OMB Circular A-133, including assessing the control
risk at the maximum and considering whether additional compliance tests and reporting
are required because of ineffective internal control.

3. Consider the results of the testing of internal control in assessing the risk of
noncompliance. Use this as the basis for determining the nature, timing, and extent (e.g.,
number of transactions to be selected) of substantive tests of compliance.

Suggested Audit Procedures— Compliance

Note: For recipients using PMSto draw Federal funds, the auditor should consider the following
steps numbered 1 through 5 as they pertain to the PSC 272, PSC 272-A, PSC 272-B, and PSC
272-E, regardless of the source of the dataincluded in the PM S reports. Although certain datais
supplied by the Federal awarding agency (i.e., award authorization amounts) and certain amounts
are provided by DPM, the auditor should ensure that such amounts are in agreement with the
recipient’ s records and are otherwise accurate.

1 Review applicable laws, regulations, and the provisions of contract or grant agreements
pertaining to the program for reporting requirements. Determine the types and frequency
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of required reports. Obtain and review Federal awarding agency, or pass-through entity
in the case of a subrecipient, instructions for completing the reports.

a For financial reports, ascertain the accounting basis used in reporting the data
(e.g., cash or accrual).

b. For performance and special reports, determine the criteria and methodology used
in compiling and reporting the data.

2. Perform appropriate analytical procedures and ascertain the reason for any unexpected
differences. Examples of analytical proceduresinclude:

a Comparing current period reportsto prior period reports.
b. Comparing anticipated results to the data included in the reports.

C. Comparing information obtained during the audit of the financial statementsto
the reports.

Note: The results of the analytical procedures should be considered in determining the
nature, timing, and extent of the other audit procedures for reporting.

3. Select a sample of each of the following report types:
a Financial reports

Q) Ascertain if the financial reports were prepared in accordance with the
required accounting basis.

2 Trace the amounts reported to accounting records that support the audited
financial statements and the schedule of expenditures of Federal awards
and verify agreement or perform alternative procedures to verify the
accuracy and completeness of the reports and that they agree with the
accounting records.

(©)) For any discrepancies noted in PSC-272 reports, review subsequent PSC-
272 reports to ascertain if the discrepancies were appropriately resolved
with the Department of Health and Human Services' Division of Payment
Management.

b. Performance and special reports

Q) Trace the data to records that accumulate and summarize data.

2 Perform tests of the underlying data to verify that the data were
accumulated and summarized in accordance with the required or stated
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criteriaand methodology, including the accuracy and completeness of the
reports.

C. When intervening computations or calculations are required between the records
and the reports, trace reported data elements to supporting worksheets or other
documentation that link reports to the data.

d. Test mathematical accuracy of reports and supporting worksheets.
4, Test the selected reports for compl eteness.

a For financial reports, review accounting records and ascertain if all applicable
accounts were included in the sampled reports (e.g., program income, expenditure
credits, loans, interest earned on Federal funds, and reserve funds).

b. For performance and special reports, review the supporting records and ascertain
if al applicable data elements were included in the sampled reports.

5. Obtain written representation from management that the reports provided to the auditor
are true copies of the reports submitted or electronically transmitted to the Federal
awarding agency, the Department of Health and Human Services' Division of Payment
Management for recipients using the Payment Management System, or pass-through
entity in the case of a subrecipient.

Note: The suggested audit procedures above for internal control and compliance testing may be
accomplished using dual-purpose testing.
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M. SUBRECIPIENT MONITORING

Compliance Requirements

A pass-through entity is responsible for:

Award Identification — At the time of the award, identifying to the subrecipient the
Federal award information (e.g., CFDA title and number, award name, name of Federal
agency) and applicable compliance requirements.

During-the-Award Monitoring — Monitoring the subrecipient’s use of Federal awards
through reporting, site visits, regular contact, or other means to provide reasonable
assurance that the subrecipient administers Federal awards in compliance with laws,
regulations, and the provisions of contracts or grant agreements and that performance
goals are achieved.

Subrecipient Audits — (1) Ensuring that subrecipients expending $500,000 or morein
Federal awards during the subrecipient’s fiscal year for fiscal years ending after
December 31, 2003 (or $300,000 prior to that date) as provided in OMB Circular A-133
have met the audit requirements of OMB Circular A-133 (the circular is available on the
Internet at http://www.whitehouse.gov/omb/circulars/al33/al33.html) and that the
required audits are completed within 9 months of the end of the subrecipient’ s audit
period; (2) issuing a management decision on audit findings within 6 months after receipt
of the subrecipient’s audit report; and (3) ensuring that the subrecipient takes timely and
appropriate corrective action on all audit findings. In cases of continued inability or
unwillingness of a subrecipient to have the required audits, the pass-through entity shall
take appropriate action using sanctions.

Pass-Through Entity Impact — Evaluating the impact of subrecipient activities on the
pass-through entity’ s ability to comply with applicable Federal regulations.

During-the-Award Monitoring

Following are examples of factors that may affect the nature, timing, and extent of during-
the-award monitoring:

Program complexity — Programs with complex compliance requirements have a
higher risk of non-compliance.

Percentage passed through — The larger the percentage of program awards passed
through the greater the need for subrecipient monitoring.

Amount of awards — Larger dollar awards are of greater risk.
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- Subrecipient risk — Subrecipients may be evaluated as higher risk or lower risk to
determine the need for closer monitoring. Generally, new subrecipients would
require closer monitoring. For existing subrecipients, based on results of during-the-
award monitoring and subrecipient audits, a subrecipient may warrant closer
monitoring (e.g., the subrecipient has (1) a history of non-compliance as either a
recipient or subrecipient, (2) new personnel, or (3) new or substantially changed
systems).

Monitoring activities normally occur throughout the year and may take various forms, such
as.

- Reporting — Reviewing financial and performance reports submitted by the subrecipient.

- Ste Visits— Performing site visits at the subrecipient to review financial and
programmatic records and observe operations.

- Regular Contact — Regular contacts with subrecipients and appropriate inquiries
concerning program activities.

Agreed-upon procedures engagements

A pass-through entity may arrange for agreed-upon procedures engagements for certain aspects
of subrecipient activities, such as eligibility determinations. Since the pass-through entity
determines the procedures to be used and compliance areas to be tested, these agreed-upon
procedures engagements enabl e the pass-through entity to target the coverage to areas of greatest
risk. The costs of agreed-upon procedures engagementsis an allowable cost to the pass-through
entity if the agreed-upon procedures are performed for subrecipients below the A-133 threshold
for audit (currently at $500,000 for fiscal years ending after December 31, 2003) for the
following types of compliance requirements:. activities allowed or unallowed; allowable
costs/cost principles; eligibility; matching, level of effort, earmarking; and reporting (OMB
Circular A-133 (8__ .230(b)(2)).

Sour ce of Gover ning Requirements

The requirements for subrecipient monitoring are contained in 31 USC 7502(f)(2)(B) (Single
Audit Act Amendments of 1996 (Pub. L. 104-156)), OMB Circular A-133 (8§ .225 and
§ .400(d)), A-102 CommonRule(§__ .37and§ _ .40(a)), and OMB Circular A-110

(8___.51(a)), Federa awarding agency program regulations, and the terms and conditions of the
award.

Audit Objectives

1. Obtain an understanding of internal control, assessrisk, and test internal control as
required by OMB Circular A-133 8 .500(c).

2. Determine whether the pass-through entity properly identified Federal award information
and compliance requirements to the subrecipient, and approved only allowable activities
in the award documents.
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Determine whether the pass-through entity monitored subrecipient activities to provide
reasonabl e assurance that the subrecipient administers Federal awardsin compliance with
Federal requirements.

Determine whether the pass-through entity ensured required audits are performed, issued
amanagement decision on audit findings within 6 months after receipt of the
subrecipient’s audit report, and ensures that the subrecipient takes timely and appropriate
corrective action on all audit findings.

Determine whether in cases of continued inability or unwillingness of a subrecipient to
have the required audits, the pass-through entity took appropriate action using sanctions.

Determine whether the pass-through entity evaluates the impact of subrecipient activities
on the pass-through entity.

Suggested Audit Procedures—Internal Control

1.

Using the guidance provided in Part 6 — Internal Control, perform procedures to obtain an
understanding of internal control sufficient to plan the audit to support alow assessed
level of control risk for the program.

Plan the testing of internal control to support alow assessed level of control risk for
subrecipient monitoring and perform the testing of internal control as planned. If internal
control over some or al of the compliance requirementsis likely to be ineffective, see the
aternative proceduresin 8 .500(c)(3) of OMB Circular A-133, including assessing the
control risk at the maximum and considering whether additional compliance tests and
reporting are required because of ineffective internal control.

Consider the results of the testing of internal control in assessing the risk of
noncompliance. Use this asthe basis for determining the nature, timing, and extent (e.g.,
number of transactions to be selected) of substantive tests of compliance.

Suggested Audit Procedures— Compliance

(Note: The auditor may consider coordinating the tests related to subrecipients performed as part
of Cash Management (tests of cash reports submitted by subrecipients), Eligibility (tests that
subawards were made only to eligible subrecipients), and Procurement (tests of ensuring that a
subrecipient is not suspended or debarred) with the testing of Subrecipient Monitoring.)

1.

Gain an understanding of the pass-through entity’ s subrecipient procedures through a
review of the pass-through entity’ s subrecipient monitoring policies and procedures (e.g.,
annual monitoring plan) and discussions with staff. This should include an understanding
of the scope, frequency, and timeliness of monitoring activities and the number, size, and
complexity of awards to subrecipients.

Test award documents and agreements to ascertain if: (a) at the time of award the pass-
through entity made subrecipients aware of the award information (e.g., CFDA title and
number, amount of award, award name, name of Federal agency) and requirements

A-133 Compliance Supplement 3-M-3



March 2008 Compliance Requirements

imposed by laws, regulations and the provisions of contract or grant agreements; and (b)
the activities approved in the award documents were allowable.

3. Review the pass-through entity’ s documentation of during-the-award monitoring to
ascertain if the pass-through entity’ s monitoring provided reasonabl e assurance that
subrecipients used Federal awards for authorized purposes, complied with laws,
regulations, and the provisions of contracts and grant agreements, and achieved
performance goals.

4, Review the pass-through entity’ s follow-up to ensure corrective action on deficiencies
noted in during-the-award monitoring.

5. Verify that the pass-through entity:

a Ensured that the required subrecipient audits were completed. For subrecipients
that are not required to submit a copy of the reporting package to a pass-through
entity because there were “no audit findings’ (i.e., because the schedule of
findings and questioned costs did not disclose audit findings relating to the
Federal awards that the pass-through entity provided and the summary schedule
of prior audit findings did not report the status of audit findings relating to Federal
awards that the pass-through entity provided, as prescribed in OMB Circular
A-1338  320(e)), the pass-through entity may use the information in the
Federal Audit Clearinghouse (FAC) database (available on the Internet at
http://harvester.census.gov/sac) as evidence to verify that the subrecipient had “no
audit findings’ and that the required audit was performed. This FAC verification
would bein lieu of reviewing submissions by the subrecipient to the pass-through
entity when there are no audit findings.

b. I ssued management decisions on audit findings within 6 months after receipt of
the subrecipient’ s audit report.

C. Ensured that subrecipients took appropriate and timely corrective action on all
audit findings.
6. Verify that in cases of continued inability or unwillingness of a subrecipient to have the

required audits, the pass-through entity took appropriate action using sanctions.

7. Verify that the effects of subrecipient noncompliance are properly reflected in the pass-
through entity’ s records.

8. Verify that the pass-through entity monitored the activities of subrecipients not subject to
OMB Circular A-133, using techniques such as those discussed in the “ Compliance
Requirements’ provisions of this section with the exception that these subrecipients are
not required to have audits under OMB Circular A-133.

Note: The suggested audit procedures above for internal control and compliance testing may be
accomplished using dual-purpose testing.
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N. SPECIAL TESTSAND PROVISIONS

Compliance Requirements

The specific requirements for Special Tests and Provisions are unique to each Federal program
and are found in the laws, regulations, and the provisions of contract or grant agreements
pertaining to the program. For programs listed in this Supplement, the compliance requirements,
audit objectives, and suggested audit procedures for Special Tests and Provisionsarein Part 4 —
Agency Program Requirements or Part 5 — Clusters of Programs. For programs not listed in this
Supplement, the auditor shall review the program’s contract and grant agreements and referenced
laws and regulations to identify the compliance requirements and develop the audit objectives
and audit procedures for Special Tests and Provisions which could have a direct and material
effect on amajor program. The auditor should also inquire of the non-Federal entity to help
identify and understand any Special Tests and Provisions.

Additionally, for both programs included and not included in this Supplement, the auditor shall
identify any additional compliance requirements which are not based in law or regulation (e.g.,
were agreed to as part of audit resolution of prior audit findings) which could be material to a
major program. Reasonable procedures to identify such compliance requirements would be
inquiry of non-Federal entity management and review of the contract and grant agreements
pertaining to the program. Any such requirements which may have a direct and material on a
major program shall be included in the audit.

Internal Control

The following audit objective and suggested audit procedures should be considered in tests of
special tests and provisions in addition to those provided in Part 4 — Agency Program
Requirements; Part 5 — Clusters of Programs; and in accordance with Part 7 — Guidance for
Auditing Programs Not Included in This Compliance Supplement:

Audit Objective

Obtain an understanding of internal control, assess risk, and test internal control as required by
OMB Circular A-133 8§ .500(c).

Suggested Audit Procedures

1. Using the guidance provided in Part 6 — Internal Control, perform proceduresto
obtain an understanding of internal control sufficient to plan the audit to support a
low assessed level of control risk for the program.

2.. Plan the testing of internal control to support alow assessed level of control risk for
special tests and provisions and perform the testing of internal control as planned. |If
internal control over some or all of the compliance requirementsis likely to be
ineffective, see the aternative proceduresin 8 .500(c)(3) of OMB Circular A-133,
including assessing the control risk at the maximum and considering whether
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additional compliance tests and reporting are required because of ineffective internal
control.

3. Consider the results of the testing of internal control in assessing the risk of
noncompliance. Use this as the basis for determining the nature, timing, and extent (e.g.,
number of transactions to be selected) of substantive tests of compliance.

Note: The suggested audit procedures above for internal control and compliance testing may be
accomplished using dual-purpose testing.
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PART 4-AGENCY PROGRAM REQUIREMENTS
INTRODUCTION

For each Federal program (except R&D and SFA) included in this Supplement, Part 4 provides
I, “Program Objectives,” and I1, “Program Procedures.” Also, Part 4 provides information about
compliance requirements specific to aprogramin 11, “ Compliance Requirements.” Finally,

Part 4 also provides 1V, “Other Information,” when there is other useful information pertaining
to the program that does not fit in sections| - 111. For example, when a program allows funds to
be transferred to another program, section IV will provide guidance on how those funds should
be treated on the Schedule of Expenditures of Federal Awards and Type A program
determinations.

When any of five types of compliance requirements (A, “Activities Allowed or Unallowed,”

E, “Eligibility,” G, “Matching, Level of Effort, Earmarking,” L, “Reporting,” and N, “ Special
Tests and Provisions’) are applicable to a program included in this Supplement, Part 4 will
always provide information specific to the program. The auditor should look to Part 3 for a
general description of the compliance requirements, audit objectives, and suggested audit
procedures and to Part 4 for information about the specific requirements for a program. An
exception isthat for N, “Special Tests and Provisions;” Part 3 only includes audit objectives and
suggested audit procedures for internal control and all other information isincluded in Part 4.

The other nine types of compliance requirements generally are not specific to a program and,
therefore, are usually not listed in Part 4. However, when one of these other nine types of
compliance requirements have information specific to a program, this specific information will
be provided with the program in Part 4.

When arequirement is marked as “Not Applicable,” it means either that there are no compliance
requirements or the auditor is not required to test compliance.

In developing the audit procedures to test compliance with the requirements for a Federal
program, the auditor should first ook to Part 2, Matrix of Compliance Requirements, to identify
which of the 14 types of compliance requirements described in Part 3 are applicable and then
look to Parts 3 and 4 for the details of the requirements. The descriptions of the compliance
requirementsin Parts 3 and 4 are generally asummary of the actual compliance requirements.
The auditor should refer to the referenced citations (e.g., laws and regulations) for the complete
compliance requirements.

For R&D and SFA, Part 5 isthe equivaent of Part 4; therefore the auditor will need to consider
Parts 2, 3, and 5 in devel oping the audit program for these programs (program clusters).
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UNITED STATESDEPARTMENT OF AGRICULTURE

None FOOD FOR PROGRESS PROGRAM
None SECTION 416(b) PROGRAM

l. PROGRAM OBJECTIVES

The U.S. Department of Agriculture (USDA) donates agricultural commodities for usein
carrying out assistance programs in developing countries and friendly countries. Such countries
are often emerging democracies that have made a commitment to introduce or expand private
enterprise elements into the agricultural sectors of their economies.

. PROGRAM PROCEDURES
General Overview

The Food for Progress Program and the Section 416(b) Program (Foreign Food Aid Donation
Programs) are Commaodity Credit Corporation (CCC) programs. CCC implements these
programs through personnel of the Foreign Agricultural Service (FAS) and Farm Service Agency
(FSA). The CCC, awholly-owned government corporation within the USDA, may acquire
agricultural commodities under various surplus removal and agricultural price support programs
and make them available for various domestic and foreign food assistance programs. Under the
Food for Progress Act of 1985, CCC may purchase commodities from the market for donation
oversesas.

Recipients under the Foreign Food Aid Donation Programs are known collectively as
Cooperating Sponsors. The CCC makes commodities available to the Cooperating Sponsors for
use in the operation of charitable and economic development activitiesin eligible foreign
countries. Cooperating Sponsors may be foreign governments or private entities including non-
profit organizations located in the United States but operating programs overseas which are
registered with the United States Agency for International Development (7 CFR section 1499.3).

The two programs have different criteriafor determining what qualifies as an eligible foreign
country.

Food for Progress Program - Commodities made available under this program,
regardless of funding source, must be donated for use in developing countries and
emerging democracies that have made commitments to introduce or expand free
enterprise elements in their agricultural economies. Within these constraints, USDA
gives priority consideration to proposals for countries that:

e Have economic and social indicators that demonstrate the need for assistance,
including indicators related to income, undernourishment, movement toward
freedom, and food imports; or

e Areintransition, either politically or economically, including countries that show
potential toward strong private sector growth and development or that are
recovering from conflict.
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Section 416(b) Program - Section 416(b) of the Agricultural Act of 1949 authorizes the
donation of CCC-owned commodities in excess of domestic program requirementsto
carry out food assistance programs in developing and friendly countries.

Program Operation
General

A Cooperating Sponsor must file a Plan of Operation with the CCC under the Section 416(b)
Program. The CCC is aso authorized to require such a plan under the Food for Progress
Program (7 CFR section 1499.5). This Plan of Operation becomes part of an agreement between
the CCC and the Cooperating Sponsor. The plan or agreement stipul ates, among other things,
the nature of the project the sponsor proposes to operate, the country in which such operations
will take place, the types and quantities of commodities needed, the purpose for which the
commodities will be used, and the use of either direct distribution or monetization of
commodities. The Cooperating Sponsor is responsible for fulfilling the reporting requirements
concerning logistics, monetization, and quarterly financial reports.

Direct Distribution

A direct distribution by the Cooperating Sponsor involves the distribution of donated
commodities directly to individuals or charitable institutions in the host country referred to as
Recipient Agencies (e.g., hospitals, schools, kindergartens, orphanages, homes for the elderly).
These Recipient Agencies then use the commoditiesin serving their clientele.

Recipient Agencies

A Cooperating Sponsor must enter into an agreement with a Recipient Agency prior to the
transfer of any commodities, sales proceeds, or program income to the Recipient Agency. The
agreement must require the Recipient Agency to compensate the Cooperating Sponsor for any
agricultural commaodities or other assets generated by the program that are not used for purposes
expressly provided for in the agreement, or that are lost, damaged, or misused as the result of the
Recipient Agency’ s failure to exercise reasonable care.

Monetization

A monetization agreement authorizes the Cooperating Sponsor to sell the commoditiesin the
applicable foreign country and use the sales proceeds to support its programmatic activitiesin
accordance with the signed agreement. To the maximum extent possible, the Cooperating
Sponsor is expected to conduct the sale of commodities through the private sector of the host
country’s economy. A Cooperating Sponsor’s agreement with the CCC may also provide for
bartering commodities in exchange for goods and services to support program operations.

In addition to commodities, the CCC’ s agreement with the Cooperating Sponsor may provide the
Cooperating Sponsor cash assistance to fund program administrative and operational expenses.
Program regulations al so authorize cash advances for this purpose. Such cash awards may be
made only after approval of a program operating budget submitted by the Cooperating Sponsor.
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Sour ce of Gover ning Requirements

Commodity donations are authorized by the Food for Progress Act of 1985 (7 USC 17360)
(Food for Progress Program) and Section 416(b) of the Agricultural Act of 1949 (7 USC
1431(b)) (Section 416(b) Program). Implementing regulations are found at 7 CFR part 1499.

Availability of Other Program Information

For more information, contact the Director, Food Assistance Division, FAS, USDA at 1250
Maryland Avenue, SW., Suite 400, Washington, D.C. 20024. Contacts may also be made
through: (202) 720-4221 (voice); (202) 690-0251 (fax); or info@fas.usda.gov (E-mail).

1. COMPLIANCE REQUIREMENTS

In developing the audit proceduresto test compliance with the requirementsfor a Federal
program, the auditor should first look to Part 2, Matrix of Compliance Requirements, to
identify which of the 14 types of compliance requirementsdescribed in Part 3are
applicable and then look to Parts 3 and 4 for the details of the requirements.

A. Activities Allowed or Unallowed
1. Use of Funds

The Plan of Operation and agreement set forth the description of the activities for
which commodities, monetized proceeds, or program income shall be used.

Except as approved in advance by CCC, the Cooperating Sponsor shall ordinarily
bear all costsincurred subsequent to CCC’ s delivery of commodities at U.S. ports
or intermodal points (7 CFR section 1499.7(d)).

With prior written approval from CCC, the Cooperating Sponsor may use CCC
funds for administrative expenses under the Food for Progress Program.
Administrative expenses include expenses incurred for the purchase of goods and
services directly related to program administration and monitoring of distribution
and monetization operations (7 CFR section 1499.7(b)(3)).

2. Use of Commodities and Monetization Proceeds

A Cooperating Sponsor must use USDA commodities furnished under the Foreign
Food Aid Donation Programs, and proceeds from the sale of such commoditiesif
applicable, for purposes expressly provided for in its agreement with the CCC

(7 CFR sections 1499.10(a) and 1499.12(d)).

Agreements with Cooperating Sponsors implementing Section 416(b) projects
may provide for the use of proceeds from monetization operations to fund
administrative expenses (7 USC 1431(b)(7)(F)).
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C. Cash Management
1. Cash Advances Fromthe CCC

A Cooperating Sponsor may request an advance of up to 85 percent of the amount
of an approved program operating budget. Cash advances furnished by the CCC
must be deposited in interest bearing accounts. Any interest earned on such
advances must be used for the same purposes as the cash advances themselves

(7 CFR sections 1499.7(f) and (g)).

2. Commodity Monetization Proceeds

A Cooperating Sponsor must deposit al proceeds from the sale of USDA-donated
commodities under monetization agreements into interest bearing accounts.
Exceptions are permitted where this practice is prohibited by local law or custom
of the importing country, or the CCC determines that enforcing the requirement
would impose an undue burden on the sponsor (7 CFR section 1499.12(c)).

F. Equipment and Real Property Management

To the extent required by the program agreement, a Cooperating Sponsor must furnish
the CCC and FAS with inventory lists of equipment and real property acquired with
proceeds from the sale of donated commodities, interest, and other program income
(OMB No. 0551-0035). When such assets are no longer needed for program purposes,
the sponsor must dispose of them in accordance with 7 CFR section 1499.12(qg).

H. Period of Availability of Federal Funds

Any portion of a cash advance not obligated by the Cooperating Sponsor within 180 days
of receipt, and any related interest, must be refunded to the CCC within 30 days after the
Cooperating Sponsor’ s obligational authority over the funds has expired (7 CFR section
1499.7(h)).

CCC will not pay any cost incurred by the Cooperating Sponsor prior to the date of the
program agreement (7 CFR section 1499.7(c)).

Procurement and Suspension and Debar ment

A Cooperating Sponsor must follow commercially reasonable practices in procuring
goods and services and when engaging in construction activity in accordance with its
agreement with the CCC (7 CFR section 1499.12(f)).
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J. Program Income

Program income includes interest on sale proceeds and money received by the
Cooperating Sponsor, other than monetization proceeds, as aresult of carrying out
approved activities (7 CFR section 1499.1). A Cooperating Sponsor must use program
income for program purposes identified in its agreement with the CCC (7 CFR section
1499.5).

L. Reporting
1 Financial Reporting
a SF-269, Financial Status Report - Not Applicable
b. SF-270, Request for Advance or Reimbursement - Not Applicable

C. SF-271 - Outlay Report and Request for Reimbursement for Construction
Programs - Not Applicable

d. SF-272 - Federal Cash Transactions Report - Not Applicable

e Financial Statement (OMB No. 0551-0035) - Any Cooperating Sponsor
that receives an advance of CCC funds must file quarterly financial
statements with the CCC.

Key Line Items:

Q) Cash on hand at beginning of the quarter.
2 CCC advances received during the quarter.
3 Interest earned during the quarter.

4) Expenditures for administrative and Internal Transportation,
Storage, and Handling (ITSH) costs during the quarter. Both
categories of cost must be subdivided into sub-categories identified
ininstructionsissued by the FAS.

5) Cash on hand at the end of the quarter.
2. Performance Reporting

a CCC Form 620, Logistics Report (OMB No. 0551-0035) - A Cooperating
Sponsor must submit this report to the FAS semiannually for each
agreement. If commodities are distributed directly, the sponsor must
continue submitting reports until all commodities made available under
the agreement have been distributed. In the following detail, quantities of
commodities are reported in terms of net metric tons (NMT) unless
otherwise specified (7 CFR section 1499.16(c)(1)).

A-133 Compliance Supplement 4-10.001-5



March 2008

Foreign Food Aid Donation Cluster USDA

Key Line Items - The following line items contain critical information:

D

(2)

3)

(4)

©)

Commodity Delivery Table - The following data relating to
shipping of each commodity provided for in the agreement:

@ Amount received at port.

(b) Ocean losses/damages.

(© Amount received at warehouse.
(d) Inland loses/damages.

Freight Charges - The dollar amount of claims for a reduction or
recovery of freight chargesin both local currency and U.S. dollar
equivalents. Claims generated by the ocean and inland portions of
the shipment should be separately identified.

Warehouse Losses - The following data relating to stor age of each
commodity provided for in the agreement:

@ Warehouse |osses/damages.
(b) Balance available for distribution.

Direct Distribution - The following data relating to dir ect
distribution of each commodity provided for in the agreement:

@ Amount distributed.
(b) Distribution losses/damages.

(© Type of institution reached and number of institutions
reached.

(d) Number of benefiting individuals.

Warehouse Inventory Satus - The warehouse inventory status of
each commodity provided for in the agreement: beginning
inventory, total received in warehouse, total dispatched from
warehouse, warehouse |osses, and ending inventory.

b. CCC Form 621, Monetization Report (OMB No. 0551-0035) - A
Cooperating Sponsor must submit this report to the FAS semiannually for
each agreement that provides for monetization of the commodities.
Reports are required until all the commodities have been sold and the
proceeds disbursed for authorized purposes. |f a monetization project
involves arevolving loan program, current FAS policy requiresthe
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3.

Cooperating Sponsor to submit reports only through repayment of the first
loan cycle.

Methods a Cooperating Sponsor may use to determine prevailing local
market prices for monetization purposes include, but are not limited to,
soliciting sealed bids, using public auctions, involving commodity
exchanges, or obtaining written statements from the agricultural attache or
minister for foreign agricultural affairsin the host country. The FAS
home page on the Internet provides agricultural attache contact
information.

(http://www.fas.usda.gov/scriptsw/fasfield/ovs _directory search.asp.asp)

Key Line Items - The following line items contain critical information:
Part | - Sales:

For each commodity provided for in the agreement: the amount
sold, the price per MT (metric ton), exchange rate, proceeds
generated in LC (local currency), and proceeds generated in USD
(U.S. dollar equivalent).

Part |l - Barter:

For each commodity used in barter exchanges: the type and
amount bartered, the commodity/service received, and the
domestic price on transaction date for commodity bartered and
commodity/service received.

Part 111 - Deposits to Special Funds Account:

The following classes of funds deposited, both in local currency
and in the equivalent number of U.S. dollars: sales of commodities,
interest, other program income.

Part 1V - Disbursements from Special Funds Account:

The amount of each disbursement, in both local currency and U.S.
dollars, and a brief statement of the use of funds.

Part V - Balance of Special Funds Accounts:

Beginning and ending balances of special fund accounts, both in
local currency and in U.S. dollars.

Special Reporting - Not Applicable
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N. Special Testsand Provisions
1 Recipient Agencies

Compliance Requirement - The Plan of Operation is required to describe the Recipient
Agenciesthat will beinvolved in the program and a description of each Recipient
Agency’ s capability to perform its responsibilities (7 CFR section 1499.5(a)(3)). A
Recipient Agency is defined as an entity located in the foreign country that receives
commodities or commodity sale proceeds from a Cooperating Sponsor for the purpose of
implementing activities (7 CFR section 1499.1).

The Cooperating Sponsor must enter into a written agreement with a Recipient Agency
before transferring USDA commaodities, monetization proceeds, or other program income
to that entity. Such an agreement must require the Recipient Agency to pay to the
Cooperating Sponsor the value of any commodities provided by USDA, sales proceeds,
or other program income not used for purposes expressly permitted under the
Cooperating Sponsor’s own agreement with the CCC; or that are lost, damaged, or
misused as the result of the Recipient Agency’s failure to exercise reasonable care

(7 CFR section 1499.11(a)).

The Cooperating Sponsor must ensure that the activities of any Recipient Agency that
receives $25,000 or more in commodities or commodity sales proceeds are subjected to
on-site ingpection. The Cooperating Sponsor may meet this requirement by relying upon
independent audits of the Recipient Agencies or by conducting its own on-site reviews
(7 CFR section 1499.17).

Audit Objective - Determine whether (1) the Cooperating Sponsor entered into written
agreements with the Recipient Agencies, (2) the use of the Recipient Agencies was
consistent with the Plan of Operation, and (3) the Cooperating Sponsor monitored the
activities of Recipient Agenciesto ensure proper performance of assigned activities and
use of commodities, monetized proceeds, and program income.

Suggested Audit Procedures

Select a sample of Recipient Agencies and ascertain if:

a The Cooperating Sponsor entered into awritten agreement with the Recipient
Agency.
b. The Cooperating Sponsor’ s use of the Recipient Agency was consistent with the

Plan of Operation.

C. The Cooperating Sponsor appropriately monitored the activities of the Recipient
Agency to ensure proper performance of assigned activities and use of
commaodities, monetized proceeds, and program income.
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UNITED STATESDEPARTMENT OF AGRICULTURE
CFDA 10500 COOPERATIVE EXTENSION SERVICE
l. PROGRAM OBJECTIVES

The Cooperative State Research, Education, and Extension Service (CSREES) provides formula
grant funds to the 1862 land-grant institutions and the 1890 land-grant institutions for
cooperative agricultural extension work which consists of the development of practical
applications of research knowledge and practical demonstrations of existing or improved
practices or technologies in agriculture, uses of solar energy with respect to agriculture, home
economics, and rural energy, and related subjects to persons not attending or resident in colleges.

. PROGRAM PROCEDURES

The First Morrill Act of 1862 provided for the establishment of the 1862 land-grant institutions
which are located in the 50 States, the District of Columbia, the Commonwealth of Puerto Rico,
and the insular areas of American Samoa, Guam, Micronesia, Northern Marianas, and the Virgin
Islands. The Second Morrill Act of 1890 provided for the support of the 1890 land-grant
ingtitutions, including Tuskegee University and West Virginia State University, which are
located in 16 States.

The 1862 land-grant institutions receive formula grant funds for cooperative extension work
under sections 3(b) and (c) of the Smith-Lever Act and the 1890 land-grant institutions,
including Tuskegee University and West Virginia State University, receive formula grant funds
for cooperative extension work under section 1444 of the National Agricultural Research,
Extension, and Teaching Policy Act of 1977 (NARETPA). The only exception isthe District of
Columbia, which receives extension funds under the District of Columbia Public Postsecondary
Education Reorganization Act, Pub. L. No. 93-471, as opposed to the Smith-Lever Act.

Funds are allocated to the land-grant institutions based on specified formulas, and these funds are
made available to the land-grant institutions at the beginning of each quarter through the
Department of Health and Human Services' Payment Management System (DHHS-PMS).

These formulas are based on the farm and rural populations of each state and include an equal
portion distributed to all eligible institutions. These funds support the activities commonly
referred to as “base programs.”

Formulafunds are also provided to the 1862 and 1890 land-grant institutions under section 3(d)
of the Smith-Lever Act for the Expanded Food and Nutrition Education Program (EFNEP),
which is authorized under section 1425 of NARETPA. These funds are made available to the
1862 and 1890 land-grant institutions in the 50 States, the Commonwealth of Puerto Rico, and
the insular areas of American Samoa, Guam, Micronesia, Northern Marianas, and the Virgin
Islands. To enable low-income individuals and families to engage in nutritionally sound food
purchasing and preparation practices, the expanded food and nutrition education program
provides for employment and training of professional and paraprofessional aidesto engagein
direct nutrition education of low-income families and in other appropriate nutrition education
programs. To the maximum extent practicable, program aides are hired from the indigenous
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target population. Infiscal year (FY) 2006, 1890 institutions became eligible for EFNEP funds
asthe FY 2006 appropriation level for EFNEP exceeded the FY 1995 appropriation level.

The 1862 and the 1890 land-grant institutions are required to submit a 5-Y ear Plan of Work
which describes the extension programs that they intend to administer for the period from
October 1, 1999, through September 30, 2004 (7 USC 344 and 3221). A 2-Year Plan of Work
Update only for FY 2005 and FY 2006, is required instead of submitting a new 5-Y ear Plan of
Work for FY 2005-FY 2009 (Revisions to the Guidelines for State Plans of Work for the
Agricultural Research and Extension Formula Funds, 69 Federal Register (FR) 6244-48,
February 10, 2004).

Sour ce of Governing Requirements
The laws governing this program are codified at 7 USC 301-349, 3221, 3222, 3222d, and 3319.
Availability of Other Program Information

Additional program information is available from the CSREES site on the Internet at
http://www.csrees.usda.gov.

1. COMPLIANCE REQUIREMENTS

In developing the audit proceduresto test compliance with the requirementsfor a Federal
program, the auditor should first look to Part 2, Matrix of Compliance Requirements, to
identify which of the 14 types of compliance requirementsdescribed in Part 3are
applicable and then look to Parts 3 and 4 for the details of the requirements.

A. Activities Allowed or Unallowed

1 Formula grant funds may be spent only for the furtherance of cooperative
extension work and according to the 5-Y ear Plan of Work or 2-Y ear Plan of Work
Update approved by CSREES (7 USC 344 and 3221(d)). The Guidelinesfor the
State Plans of Work for Agricultural Research and Extension Formula Funds were
published in the Federal Register on July 1, 1999 (64 FR 35910-35919). The 5-

Y ear Plan of Work for fiscal year (FY) 2000 through FY 2004 was due July 15,
1999. This5-Year Plan of Work may be integrated with the research component
of the land-grant institution which is funded under the Hatch Act, and/or the 5-

Y ear Plan of Work may be ajoint plan between an 1862 land-grant institution and
an 1890 land-grant institution if they are both located in the same State (64 FR
35916). Guidelinesfor the 2-Y ear Plan of Work Update were published in the
Federal Register on February 10, 2004 (69 FR 6244-48). The 2-Y ear Plan of
Work Update extends coverage of the original 5-Y ear Plan of Work to include FY
2005 through FY 2006 and was due April 1, 2004. The 2-Y ear Plan of Work
Update should continue to be based on the original national goals established in
the FY 2000 — FY 2004 Plan of Work.
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2. No portion of Smith-Lever Act funds and section 1444 funds of NARETPA may
be applied directly or indirectly “to the purchase, erection, preservation or repair
of any building or buildings, or the purchase or rental of land” (7 USC 345 and
3221(e)).

3. No portion of Smith-Lever Act funds and section 1444 funds under NARETPA
may be applied directly or indirectly in college course teaching or lecturesin
college (7 USC 345 and 3221(¢)).

B. Allowable Costs/Cost Principles

1 Indirect Costs - No indirect costs or tuition remission may be charged against the
formula grant funds authorized under the Smith-Lever Act or under section 1444
of NARETPA (7 USC 3319).

2. Retirement Contributions - Retirement and pension contributions paid from grant
funds for individuals whose salaries are paid in whole or in part with grant funds
are capped at 5 percent. The deposits and contributions of Federal origin must be
at least equaled by the grantee (7 USC 331).

G. Matching, Level of Effort, Earmarking
1. Matching

a 1862 Land-Grant Institutions in the 50 States - All formula funds provided
to the 1862 land-grant institutions in the 50 States under sections 3(b) and
(c) of the Smith-Lever Act must be 100 percent matched. In-kind
contributions are not allowed as match for formula funds authorized under
sections 3(b) and (c) of the Smith-Lever Act (7 USC 343(g)). Funds
provided under section 3(d) of the Smith-Lever Act for the expanded food
and nutrition education program (EFNEP) do not require any matching
contributions (7 USC 3175).

b. 1862 Land-Grant Institution in the District of Columbia - All allocations
made to the 1862 land-grant institution in the District of Columbia under
the District of Columbia Public Postsecondary Education Reorganization
Act, Pub. L. No. 93-471, must be 100 percent matched. In-kind
contributions are allowed as match for formula funds
(Pub. L. No. 93-471, Section 208(c)).

C. 1862 Land-Grant Institutions in the Commonweal th of Puerto Rico and
theinsular areas of American Samoa, Guam, Micronesia, Northern
Marianas, and the Virgin Islands - The Commonwealth of Puerto Rico
and the insular areas must meet a 50 percent matching requirement of the
Federal formulafunds beginning in FY 2003 (7 USC 343(e)(4) and 7 USC
301 (note)). The Secretary of Agriculture may waive the matching funds
requirement for any fiscal year if the Secretary determines that the
government of the insular areawill be unlikely to meet the matching
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requirement for the fiscal year (7 USC 343(e)(4)). “Matching funds”
means cash contributions and excludes in-kind matching contributions.
Matching funds must be used to support research and extension activities
asidentified in the approved 5-Y ear Plan of Work and the 2-Y ear Plan of
Work Update or for approved qualifying educational activities (7 USC
343(e); 7 CFR part 3419).

d. 1890 Land-Grant Institutions, including Tuskegee University and West
Virginia State University - In FY 2003, the matching requirement is 60
percent; in FY 2004, 70 percent; in FY 2005, 80 percent; in FY 2006, 90
percent; and in FY 2007 and thereafter, 100 percent. These land-grant
institutions may apply for awaiver of the matching funds requirement in
excess of 50 percent for any fiscal year. “Matching funds’ means cash
contributions and excludes in-kind matching contributions. Matching
funds must be used to support research and extension activities as
identified in the approved 5-Y ear Plan of Work and the 2-Y ear Plan of
Work Update or for approved qualifying educational activities. Matching
funds must be available in the same Federal fiscal year as the Federal
funds. 1890 Land-Grant Institutions, including Tuskegee University and
West Virginia State University, may carryover matching funds from one
fiscal year to the following fiscal year (7 USC 3222d and 7 CFR part
3419).

2. Level of Effort - Not Applicable
3. Earmarking - Not Applicable
H. Period of Availability of Federal Funds

Smith-Lever Act formula funds distributed to the 1862 land-grant institutions may be
carried forward five years from the year allocated. For Section 1444 of NARETPA funds
allocated to the 1890 land-grant institutions, including Tuskegee University and West
Virginia State University, no more than 20 percent of the funds received in any fiscal

year may be carried forward to the succeeding fiscal year (7 USC 3221(a)).

L. Reporting
1. Financial Reporting

a SF-269, Financial Status Report - Thisreport is due from the 1862 land-
grant institutions by April 1 (7 USC 344(b)) and from the 1890 land-grant
institutions, including Tuskegee University and West Virginia State
University, by December 1 (7 USC 3221(d)).

b. SF-270, Request for Advance or Reimbursement - Not Applicable

C. SF-271, Outlay Report and Request for Reimbursement for Construction
Programs - Not Applicable
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d. SF-272, Federal Cash Transactions Report - Payments under this program
are made by the HHS Payment Management System. Reporting
equivalent to the SF-272 is accomplished through the Payment
Management System and is evidenced by the PSC-272 series of reports.

2. Performance Reporting - Not Applicable

3. Special Reporting - Not Applicable
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UNITED STATESDEPARTMENT OF AGRICULTURE

CFDA 10551 FOOD STAMPS
CFDA 10561 STATE ADMINISTRATIVE MATCHING GRANTSFOR FOOD
STAMP PROGRAM

l. PROGRAM OBJECTIVES

The objective of the Food Stamp Programis to help low-income households buy the food they
need for good health.

. PROGRAM PROCEDURES
Administration

The U.S. Department of Agriculture (USDA), Food and Nutrition Service (FNS) administers the
Food Stamp Program in cooperation with State and local governments.

State welfare agencies (or county welfare agencies under the oversight of the State government)
certify eligibility and provide benefits to households. FNS authorizes, monitors, and investigates
stores that redeem benefits, provides funding for State administration and benefits, and oversees
the operation of State welfare agencies to ensure compliance with Federal laws and regulations.

Federal Funding of Benefitsand State Administrative Costs

The Federa Government pays 100 percent of the value of Food Stamp Program benefits and
generally reimburses States for 50 percent of their costs to administer the program (7 CFR
section 277.4(b)), except for those functionslisted in 111 G.1., Matching. The Food Stamp
Program’ s authorizing statute places no cap on the amount of funds available to reimburse States
at the 50 percent rate for allowable administrative expenses. No reimbursement is allowed for
State expenditures for activities undertaken as a condition of settlement of quality control claims
against the State for low payment accuracy.

Certification

Eligibility for food stampsis based primarily on income and resources. Although welfare reform
and subsequent legiglation increase State design options that can affect benefits for recipients, a
key feature of the program is its status as an entitlement program with standardized eligibility
and benefits.

Assessing Need

Households generally cannot exceed a gross income eligibility standard set at 130 percent of the
Federal poverty standard (7 CFR section 273.9(a)(1)). Households also cannot exceed a net
income standard, which is set at 100 percent of the Federal poverty standard (7 CFR section
273.9(a)(2)). The net income standard allows specified deductions from gross income, e.g., a
standard deduction and deductions for medical expenses (elderly and disabled only), excess
shelter costs, and work expenses. Non-financial eligibility criteriainclude: age, school status,
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citizenship/legal immigration status, residency, household composition, work requirements, and

disability status. Some non-citizens are ineligible to participate in the program (7 USC 2015(f)).
Able-bodied adults without dependents are subject to atime limit for receiving benefits if certain
requirements are not met (7 USC 2015(0)).

Application Process

The application process includes completing and filing an application form, being interviewed,
and having certain information verified. In addition to using information supplied by the
recipients, welfare agencies use data from other agencies, such as the Social Security
Administration, the Internal Revenue Service, and the State employment security agency, to
verify the household’ sidentity and income.

Benefits

Benefit amounts vary with household size and income. As required by law, allotments for
various household sizes are revised October 1 of each year to reflect the cost of the Thrifty Food
Plan, amodel plan for alow-cost nutritious diet that is developed and costed by USDA.

The benefits each household receives are redeemed for food in participating retail stores. States
issue benefitsin the form of debit cards, which recipients can use to purchase food. Thisis
known as electronic benefits transfer (EBT). Welfare reform legislation required all States to use
EBT by 2002, and all States have achieved full compliance.

Benefit Redemption

Generally, households must use program benefits for foods to be prepared and consumed at
home. There are, however, some exceptions to this general policy. For example, there are
provisions for the homeless to use program benefits in authorized restaurants and for residents of
some small institutional settings to participate in the program.

The State’s EBT contractor is responsible for settlement, or payment, to retailers that have
accepted EBT cards for food purchases. The contractor’s* concentrator bank” makes the
payment through the National Automated Clearing House (ACH) system. The concentrator bank
isreimbursed for the payments by a draw made on the State's EBT benefit account with the U.S.
Treasury. States usually authorize their EBT contractors to make these draws, although some
States draw the cash and pay the concentrator banks themselves. The State is responsible for
reconciling the payments made to retailers by its EBT contractor with the amounts drawn from
its EBT account with the U.S. Treasury.

States must obtain an examination by an independent auditor of the State EBT service provider
(service organization) regarding the issuance, redemption, and settlement of benefits under the
Food Stamp Program in accordance with the American Institute of Certified Public Accountants
(AICPA) Statement on Auditing Standards (SAS) No. 70, Service Organizations. Appendix VIl1I
to this Supplement provides additional guidance on these examinations.

A-133 Compliance Supplement 4-10.551-2



March 2008 Food Stamp Cluster USDA

In performing audits under OMB Circular A-133 of the Food Stamp Program, an auditor may
use these SAS 70 reports to gain an understanding of internal controls and obtain evidence about
the operating effectiveness of controls.

State Responsibilities

A State administering the Food Stamp Program must sign a Federal/State Agreement that
commits it to observe applicable laws and regulations in carrying out the program (7 CFR
section 272.2). Although welfare reform and subsequent legidation provided additional
administrative flexibility, the Food Stamp Act remains highly prescriptive. Both the law and
regulations prescribe detailed requirements for: (1) meeting program goals, such as providing
timely service and rights to appeal; and (2) ensuring program integrity, such as verifying
eligibility, safeguarding coupon inventories, establishing and collecting claims for benefit
overpayments, and prosecuting fraud.

To ensure that States operate in compliance with the law, program regulations, and their own
Plans of Operation, each State is required to have a system for monitoring and improving its
administration of the Food Stamp Program (7 CFR section 275.1(a)), particularly the accuracy of
eligibility and benefit determinations. This performance monitoring system includes
management reviews, reviews of quality control systems, and reporting to FNS on program
performance. State agencies shall conduct areview once every year for large project areas, once
every two years for medium project areas, and once every three years for small project areas,
unless an alternative schedule is approved by FNS. Projects are classified as large, medium, or
small based on State determinations. The State must also ensure corrective action in response to
the detection of program deficiencies (7 CFR sections 275.2, 275.5, and 275.16-19).

Federal Oversight and Compliance M echanisms

FNS oversees State operations through an organization consisting of headquarters and seven
regional offices. In addition, about 60 field offices are often involved in State agency oversight.

FNS program oversight includes budget review and approval, reviews of financial and program
reports and State management review reports, and on-site FNS reviews. Each year FNS
headquarters conveys to its regions the concerns that were elevated to the national level through
audits or other mechanisms. Regions combine this with their knowledge of individual Statesto
inform the States of possible vulnerabilities to include in their internal management reviews and
corrective action plans.

Although FNS uses technical assistance extensively to promote improvements in State operation
of the program, enforcement mechanisms are also available. In addition to the financial rewards
and penalties related to payment accuracy, FNS has other mechanisms to recover other losses
and the cost of negligence (7 CFR sections 276.2 and 276.3). For other forms of noncompliance,
FNS has the authority to give notice and, if improvements do not occur, withhold administrative
funds for failure to implement program requirements (7 CFR section 276.4).
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Certification Quality Control System

The Food Stamp Program maintains an extensive quality control system required by law and
regulation (7 CFR sections 275.10-14). The system provides State and national measures of the
accuracy of eligibility and benefit amount determination (often referred to as payment accuracy),
both underpayment and overpayment, and of the correctness of decisions to deny, terminate, or
(beginning in fiscal year 2001) suspend benefits.

Measurement

States are required to select a statistically valid sample of cases and to review the cases for
eligibility and benefit amount. Review methods in this sample are generally more intensive than
those used in determining eligibility. States submit findings of all sampled cases, including
incompl ete and not-subject-to-review cases, to an automated database maintained by the Federal
Government. State quality control data allow a State to be aware on an ongoing basis of its level
of accuracy, and allow for the identification of trends and appropriate corrective action.

The applicable FNS regional office reviews each State's sampling plan annually and re-reviews a
subsample of the State quality control reviews. The FNS re-review process provides feedback to
each State on its quality control system. FNS uses the State’s sample and the FNS subsample in
aregression formula (described in regulation) to determine payment error rates. By law, the error
rate is the combined value of overpayments and under payments to participating households.
FNS headquarters also reviews its regional operations and provides technical assistance to assure
consistency in the national quality control system.

Corrective Action and Penalties

Thereis a specific legidative requirement for corrective action by any State with an error rate
above 6 percent (7 USC 2025 (c)(1)(B)). FNS maintains an extensive system of technical
assistance for States as they develop and implement corrective action. FNS also monitors the
implementation of corrective action plans. States with persistently high error rates are assessed
fiscal liabilities based on the amount of benefitsissued in error.

Implications of Quality Control for the Compliance Supplement

The Food Stamp Program Quality Control system uses an intensive State review of a sample of
active cases across the United States to measure the accuracy of Food Stamp Program eligibility
determinations and benefit amounts. An FNS re-review of a subset of those cases follows.
These samples are statistically valid at the State and national level. Information from Federal
program oversight indicates that this sampling system is operating adequately to provide
assurances that FNS is measuring the accuracy of eligibility decisions and that these data provide
abasisfor corrective action to improve the accuracy of eligibility decisions. Therefore, the
Quality Control System sufficiently testsindividual eligibility in the Food Stamp Program.
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However, in those situations where computer systems are integral to the operation of the
program, e.g., automated eligibility determination, the auditor should perform tests as deemed
necessary to obtain assurance of the integrity of these systems. In those instances where multiple
programs share the same systems, e.g., automated intake systems for Temporary Assistance for
Needy Families (TANF), Food Stamps, Medicaid, etc., testing may be done as part of the work
on multiple programs.

Sour ce of Gover ning Requirements

The Food Stamp Program is authorized by the Food Stamp Act of 1977, as amended (7 USC
2011 et seq.). Thisdescription of Food Stamp Program procedures incorporates provisions of
the following amendments to the Act: the Personal Responsibility and Work Opportunity
Reconciliation Act of 1996 (Welfare Reform, Pub. L. No. 104-193, August 22, 1996), the
Balanced Budget Act of 1997 (Pub. L. No. 105-33, August 5, 1997); and the Agricultural
Research, Extension, and Reform Act of 1998 (Pub. L. No. 105-185, June 23, 1998); and the
Farm Security and Rural Investment Act of 2002 (Pub. L. No. 107-171, 116 Stat. 134 et seq.,
May 13, 2002). Food Stamp Program regulations are found in 7 CFR parts 271 through 285.

Availability of Other Program Information

Additional program information is available from FNS's Food Stamp site on the Internet at
http://www.fns.usda.gov/fsp.

1. COMPLIANCE REQUIREMENTS

In developing the audit proceduresto test compliance with the requirementsfor a Federal
program, the auditor should first look to Part 2, Matrix of Compliance Requirements, to
identify which of the 14 types of compliance requirementsdescribed in Part 3are
applicable and then look to Parts 3 and 4 for the details of the requirements.

Note: Generaly, E, “Eligibility,” G.1, “Matching,” 1, “Procurement and Suspension and
Debarment” (with respect to procurement), and N, “ Special Tests and Provisions’ only apply to
State governments. However, when States have delegated to the local governments functions
normally performed by the State as administering agency, e.g., eligibility determination, issuance
of food stamps, etc., the related compliance requirements will apply to the local government.

A. Activities Allowed or Unallowed

Funds made available for administrative costs must be used to screen and certify
applicants for program benefits, issue benefits to eligible households, conduct fraud
investigations and prosecutions, provide fair hearings to households for which benefits
have been denied or terminated, conduct nutrition education activities, prepare financial
and special reports, operate automated data processing (ADP) systems, monitor
subrecipients (where applicable), and otherwise administer the program. Portions of the
award made available for specific purposes, such as ADP systems development or
Employment and Training activities, must be used for such purposes (7 CFR part 277).
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E. Eligibility
1 Eligibility for Individuals

The auditor is not required to test eligibility because detail testing of the
individual casefilesis performed by the quality control unit and reviewed by FNS
and the automated system supporting eligibility determinations and processing
and tracking food stamp issuancesistested under 111.N.1, “ Special Tests and
Provisions - ADP System for Food Stamps.”

2. Eligibility for Group of Individualsor Area of Service Delivery - Not
Applicable

3. Eligibility for Subrecipients- Not Applicable
G. Matching, Level of Effort, Earmarking
1 Matching

The State isrequired to pay 50 percent of the costs of administering the program.
An exception to the 50 percent reimbursement rate is 100 percent grants to
administer the Employment and Training Program (7 CFR section 277.4(b)).

For Federal fiscal years 1999 through 2007, the Federal reimbursement will be
decreased and the State share of administrative costs will increase by an amount
equal to certain common certification costs grandfathered into the States TANF
grant levels but attributable to the Food Stamp Program (7 USC 2025(k), Section
4122 of Pub. L. No. 107-171, 116 Stat. 324, May 13, 2002). The amount of each
State’ s downward adjustment was determined by the Department of Health and
Human Services, and the States were notified by letter.

Costs of payment error rate reduction activities conducted under reinvestment
agreements with FNS are not eligible for any level of Federal reimbursement.
Private in-kind contributions are not allowable to count toward the State’ s share
of the program’ s administrative cost (7 CFR sections 275.4(c) and
275.23(e)(12)(i)(C)).

2. Level of Effort - Not Applicable

3. Earmarking - Not Applicable
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Procurement and Suspension and Debar ment

1. ADP Systems Development - For competitive acquisitions of ADP equipment and
services costing $5 million or more (combined Federal and State shares), the State
must submit an Advanced Planning Document (APD) for the costs to be approved
and allowable as chargesto FNS. Thisthreshold isfor thetotal project cost. In
addition, noncompetitive acquisitions of $1 million or more require an APD.
Contracts resulting from noncompetitive procurements of more than $1 million
and contracts for EBT systems, regardless of cost, also must be provided to FNS
for review (7 CFR section 277.18).

2. Procurement - Regardless of whether the State elects to follow State or Federal
rules in accordance with the A-102 Common Rule, the following requirements
must be followed for procurementsinitiated on or after October 1, 2000:

a A State or local government shall not award a contract to afirm it used to
orchestrate the procurement leading to that contract. Examples of services
that would disqualify afirm from receiving the contract include preparing
the specifications, drafting the solicitation, formulating contract terms and
conditions, etc. (7 CFR section 3016.60(b)).

b. A State or local government shall not apply in-State or local geographical
preference, whether statutorily or administratively prescribed, in awarding
contracts (7 CFR section 3016.60(c)).

L. Reporting
1 Financial Reporting
a SF-269, Financial Status Report - Applicable
b. SF-270, Request for Advance or Reimbursement - Not Applicable

C. SF-271, Outlay Report and Request for Reimbursement for Construction
Programs - Not Applicable

d. SF-272, Federal Cash Transactions Report - Not Applicable
2. Performance Reporting - Not Applicable
3. Special Reporting

Note: The requirement for State agencies to automate their food stamp programs
includes automation of reporting requirements (7 CFR section 272.10(b)(2)(vi)).
The testing to ensure accuracy and completeness of the following reports should
be coordinated with the testing of the ADP System for Food Stamps (see I11.N.1 -
“Special Tests and Provisions - ADP Systems for Food Stamps’).
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a FNS-46 - Food Stamp Program I ssuance Reconciliation Report
(OMB No. 0584-0080). This monthly report is used to account for
benefits issued during areport month for each issuance reconciliation
point. The FNS-46 reports the reconciliation of food stamp benefits
actually issued with the State’ s (or county’ s in county-run operations)
Master Issuance File. The Master Issuance File contains records on all
households eligible to receive benefits (such as alisting of the households
and the benefits each is authorized to receive). Actual issuances may be
recorded in the Record for Issuance (RFI) or aternative filing system.
The RFI is created from the Master Issuance File and shows the amount of
benefits the household is eligible to receive and the actual amount issued.
Generally, one FNS-46 covers the entire State. However, if a State
concurrently operates more than one type of issuance system (e.g., over-
the-counter issuance, mail issuance, etc.), its FNS-46 report(s) must
separately identify the amount of benefits issued under each system.

Key Line Items - The following line items contain critical information:
Q) Line 6 - Total Issuance this month

(2 Line 7 - Returns during current month

(©)) Line 9 - Value of authorized replacements(s) transacted

b. FNS-209 - Satus of Claims Against Households (OMB No. 0584-0069).
If a household receives more food stamp benefits than it is entitled to
receive, the State must establish a claim against that household and
demand repayment (7 CFR section 273.18 (a)). The State isrequired to
create and maintain a system of records for monitoring these claims
against households. These State systems generate the data entered on the
FNS-209 report. The minimum requirements for such systems are listed at
7 CFR section 273.18(m). The State is permitted to retain a portion of the
collected repayments: 35 percent of the recovered funds from claims
involving fraud or other intentional program violations; 35 percent of the
funds recovered from claims generated by inadvertent household errors,
collected by reducing a person’s unemployment compensation benefits,
and 20 percent of the recovered funds from inadvertent household error
claims collected by other means. No portion of funds recovered from
agency-error overpayments may be retained (7 CFR section 273.18(k)).
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Key Line Items - The following line items contain critical information:

D

)

©)

(4)

©)

(6)

(7)

(8)

(9)

(10)

(11)

Line 3a Beginning Balance and line 13 Ending Balance - represent
the beginning and ending balances, respectively, of the claims.
Columns A, B, and C represent the number and amount of claims
by claim type (i.e., intentional program violation, inadvertent
household error, and State agency administrative error). The
aggregate value of claims activity from the subunits should equal
the State totals. The beginning and ending bal ances should
represent the total of individual claims that comprise these
balances.

Line 14 Cash, Check, and M.O. - representstotal claims payments
made in the form of cash, checks, or money orders.

Line 15 Food Stamps - represents all paymentsin the form of food
stamp coupons and EBT benefit returns.

Line 16 Recoupment - represents the value of collections made
through allotment reductions.

Line 17 Offset - represents the total value of collections made by
offsetting restored benefits against outstanding claim balances.

Line 18b Cash Adj.(+ or -) - represents amendments or corrections
to the collection summary of a previous report.

Line 18c Non-Cash Adj. (+ or -) - represents amendments or
corrections to the collection summary of a previous report relative
to the return of food stamps, recoupment, or offsetting transactions.

Line 19 Transfers (+ or -) - represents the claims that were
contained in the collection summary of a previous report and
which are being transferred from one claim category to another
claim category.

Line 20a Cash Refunds - represents the value of cash refunds
provided to households that overpaid claims.

Line 20b Non-Cash Refunds - represents the value of non-cash
refunds provided to households that overpaid claims.

Lines 21 Total, and 28 Total Letter of Credit Adjustments -
represent the Total Collection Summary and the Total Letter of
Credit Adjustments. The aggregate value of claims collection
activity from the subunits should equal the State totals.
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N. Special Testsand Provisions
1 ADP System for Food Stamps

Note: Seelll.E.1, “Eligibility - Eligibility for Individuals,” for the reason why the
testing of the ADP system for food stamps is under this special test and provision
instead of under Eligibility.

Compliance Requirement - State agencies are required to automate their Food Stamp
Program operations and computerize their systems for obtaining, maintaining, utilizing,
and transmitting information concerning the Food Stamp Program (7 CFR sections
272.10 and 277.18). Thisincludes: (1) processing and storing al case file information
necessary for eligibility determination and benefit calculation, identifying specific
elements that affect eligibility, and notifying the certification unit of cases requiring
notices of case disposition, adverse action and mass change, and expiration; (2) providing
an automatic cutoff of participation for households which have not been recertified at the
end of their certification period by reapplying and being determined eligible for a new
period (7 CFR sections 272.10(b)(2)(iii) and 273.10(f) and (g)); and (3) generating data
necessary to meet Federal issuance and reconciliation reporting requirements.

Audit Objective - Determine whether the State administering agency’s ADP system for
food stamps is meeting the requirementsto: (1) accurately and completely process and
store all case file information for eigibility determination and benefit calculation; (2)
automatically cut off households at the end of their certification period unless recertified;
and, (3) provide data necessary to meet Federal issuance and reconciliation reporting
requirements.

Suggested Audit Procedures

Because of the diversity of ADP hardware and software systems, it is not practical for the
Compliance Supplement to provide suggested audit procedures to address each system.
See Part 3, E.1.a (suggested audit procedures for eligibility for individuals relating to
automated systems) in this Supplement for other guidance concerning testing ADP
systems. The auditor should test the ADP system to ascertain if the system:

a Accurately and completely processes and stores all case file information for
eligibility determination and benefit cal culation.

b. Automatically cuts off households from food stamps at the end of their
certification period unless the household is recertified.

C. Provides data necessary to meet Federal issuance and reconciliation reporting
requirements. Note: This testing should be coordinated with the testing of Special
Reporting (seelll.L.3).
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2. EBT Reconciliation

Compliance Requirement - States that use EBT must have systemsin place to reconcile
all of the funds entering into, exiting from, and remaining in the system each day with the
State’ s benefit account with Treasury and EBT contractor records. Thisincludes a
reconciliation of the State' s issuance files of postings to recipient accounts with the EBT
contractor. States (generally through the EBT contractor that operates the EBT system)
must also have systemsin place to reconcile retailer credit activity as reported into the
banking system to client transactions maintained by the processor and to the funds drawn
down from the EBT benefit account with Treasury. States EBT system processors
should maintain audit trails that document the cycle of client transactions from posting to
point-of-sale transactions at retailers through settlement of retailer credits. The financia
and management data that comes from the EBT processor is reconciled by the State to the
Food Stamp Program issuance files and settlement data to ensure that benefits are
authorized by the State and that funds have been properly drawn down. States may only
draw Federal funds for authorized transactions, i.e., on-line purchases supported by entry
of avalid personal identification number (PIN) or purchases using manual vouchers with
telephone verification supported by a client signature and an EBT contractor
authorization number (7 CFR sections 274.12(a), 274.12(g)(1) and 274.12(j)(1)).

Audit Objective - Determine whether the State reconciles retailer activity to client
transactions, to its issuance files of postings to recipient accounts with the EBT
contractor, and to postings to and drawdown activity from the State’ s benefit account
with Treasury.

Suggested Audit Procedures

a Verify that the State has a system in place to reconcile total funds entering into,
exiting from, and remaining in the system each day.

b. Select and test a sample of reconciliation(s) to verify that discrepancies are
followed up and resolved. Thisis generally a contractor duty.

C. Verify that the State or its contractor has a system in place to reconcile retailer
credits against the information entered into the Automated Clearinghouse network
and to the amount of funds drawn down by the State or the State’ s fiscal agent
(the EBT contractor).

d. Ascertain if the State or its contractor has recorded any non-Federal liabilitiesin
the daily EBT reconciliation, i.e., transactions which cannot be charged to the
program. If so, verify that the non-Federal liabilities were funded by non-Federal
sources (i.e., the State or the contractor).
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3. | ssuance Document Security

Compliance Requirement - The State is required to maintain adequate security over,
and documentation/records for, Authorization to Participate (ATP) cards, other
documents authorizing issuance, EBT cards (7 CFR section 274.12(h)(3)), and the food
stamp coupons themselves to prevent: coupon theft, embezzlement, |oss, damage,
destruction; unauthorized transfer, negotiation, or use of coupons; and alteration or
counterfeiting of coupons and other documents authorizing issuance (7 CFR sections
274.7(b) and 274.11(c)).

Audit Objective - Determine whether the State maintains security over instruments used
to authorize issuance of food stamp benefits.

Suggested Audit Procedures

a Observe the physical security over food stamps, ATP cards, EBT cards, and/or
other negotiable instruments used in the issuance process.

b. Verify that food stamp coupons, ATP cards, and EBT cards returned from the
Postal Service are returned to inventory or destroyed.

4, Physical Inventory

Compliance Requirement - Each coupon issuer and bulk storage point that distributes
food stampsis required to prepare a Food Coupon Accountability Report (FNS-250) to
report monthly coupon issuance and inventory (7 CFR section 274.4(b)). Each State
agency must assure that day-to-day operations of al coupon issuers comply with
regulations by performing atriennial on-site review, including physical inventory, of
each coupon issuer and bulk storage site under its direction (7 CFR section 274.1(c)).

Audit Objective - Determine whether the State agency has conducted required triennial
on-site reviews, including physical inventories, at coupon issuers and bulk storage points.

Suggested Audit Procedures

Determine by inquiry or inspection of records that the State agency conducts the required
triennial reviews of coupon issuers and bulk storage points to ensure physical inventories
are appropriate, inventories are made as required, and differences between recorded and
actual inventories are reconciled.

5. Food Coupon Inventory Levels

Compliance Requirement - State agencies must monitor the coupon inventories of
coupon issuers and bulk storage points to ensure that inventories are neither excessive nor
insufficient to meet the issuance needs and requirements. Inventory levels are not to
exceed a* six-month supply,” taking into account coupons on hand and on order (7 CFR
section 274.7(a)(1)). State agencies must review the FNS-250 and other reports including
shipping and transfers, returned and/or replaced mail-issuances, improperly manufactured
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or mutilated coupons, and reports of shortage or overage of food coupon books to ensure
the accuracy of monthly inventories, compliance with required inventory levels, and
accuracy and reasonableness of coupon orders.

Audit Objective - Determine whether food stamp coupon levels are neither excessive nor
insufficient to meet the issuer’ s requirements.

Suggested Audit Procedures

Verify that the State agencies determine that inventory levels at coupon issuers and bulk
storage points are neither excessive nor insufficient to meet the issuance needs and
requirements, and that inventory levels do not exceed a six-month supply, taking into
account coupons on hand and on order.

6. Quality Control Unit

Compliance Requirement - The State or local government must establish a quality
control unit that isindependent of program operations (7 CFR section 275.2(b)).

Audit Objective - Determine whether the quality control unit is organizationally
independent of program operations.

Suggested Audit Procedures

Ascertain that the quality control unit is organizationally independent of program
operations.
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UNITED STATESDEPARTMENT OF AGRICULTURE

CFDA 10553 SCHOOL BREAKFAST PROGRAM (SBP)

CFDA 10555  NATIONAL SCHOOL LUNCH PROGRAM (NSLP)

CFDA 10556  SPECIAL MILK PROGRAM FOR CHILDREN (SMP)

CFDA 10559 SUMMER FOOD SERVICE PROGRAM FOR CHILDREN (SFSPC)

l. PROGRAM OBJECTIVES

The objectives of the child nutrition cluster programs are to: (1) assist States in administering
food services that provide healthful, nutritious mealsto eligible children in public and non-profit
private schools, residential child care institutions, and summer recreation programs; and

(2) encourage the domestic consumption of nutritious agricultural commodities.

. PROGRAM PROCEDURES
General Overview

At the Federal level, these programs are administered by the Food and Nutrition Service (FNS)
of the U.S. Department of Agriculture (USDA). FNS generally administers these programs
through grants to State agencies. Each State agency, in turn, enters into agreements with
subrecipient organizations for local level program operation and the delivery of program benefits
and servicesto eligible children. The types of organizations that receive subgrants under each
program are described below under “Program Descriptions.” In cases where a State agency is
not permitted or is not available to administer the program(s), they are administered directly by
FNS regional offices. The regional offices then perform the administrative functions for local
program operators that are normally performed by a State agency (7 CFR sections 210.3, 215.3,
220.3, and 225.3). For purposes of this discussion, State agencies and FNS regional offices are
referred to collectively as “administering agencies.”

Under 7 CFR part 250 (General Regulations and Policies - Food Distribution), USDA makes
donated agricultural commaodities available for use in the operation of all child nutrition
programs except the SMP. FNS enters into agreements with State distributing agencies for the
distribution of USDA donated commodities. The State distributing agencies, in turn, enter into
agreements with local program operators, which are defined collectively as “ recipient agencies.”
A State may designate a recipient agency to perform its storage and distribution duties. A State
distributing agency may engage a commercial food processor to use the commoditiesin the
manufacture of food products, and then deliver such manufactured products to recipient
agencies.
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Program Descriptions

Common Characteristics

The programsin the Child Nutrition Cluster are al variants of a basic program design having the
following characteristics:

a

Local program operators provide prepared meals to children in structured settings.
Four types of meal service may be authorized: breakfast, lunch, supplements
(snacks), and supper. Milk service may be authorized only under the SMP. The
types a particular program operator may offer are determined first by the
respective program’ s authorizing statute and regulations, and second by the
program operator’ s agreement with its administering agency.

While al children in attendance are entitled to receive these program benefits,
children whose households meet stated income eligibility criteria generally
receive their meals (or milk, where applicable) free or at areduced price. With
certain exceptions, children not eligible for free or reduced price meals or free
milk must pay the full prices set by the program operator for these items. A
program meal must be priced as a unit.

There are two systems of charging for program meals: “pricing” and
“nonpricing” programs. In apricing program, children who do not qualify for
free meals pay a separate fee for their meals. The fee may be collected at the
point of service; through a separate daily, weekly, or monthly meal charge or
meal ticket payment; by earmarking a portion of the child’ s tuition payment
expressly for food service; or through an identifiable reduction from the standard
tuition rate for meals provided by parents. In anonpricing program, no separate
identifiable charges are made for meals served to enrolled children. Examples of
organizations that often operate nonpricing programs include juvenile detention
centers, boarding schools, other residential child-care institutions, and some
private schools.

Federal assistance to local program operators takes the form of cash
reimbursement. In addition, USDA donates food (commaodities) under 7 CFR
part 250 for use in preparing meals to be served under the NSLP, SBP, and
SFSPC.

To obtain cash and commodity assistance, alocal program operator must submit
monthly claims for reimbursement to its administering agency. All meals (and
half-pints of milk under SMP) claimed for reimbursement must meet Federal
requirements and be served to eligible children.

The program operator’ s entitlement to reimbursement paymentsis generally
computed by multiplying the number of meals (and/or half-pints of milk under the
SMP) served by a prescribed per-unit payment rate (called a * reimbursement
rate”). Different reimbursement rates are prescribed for different categories and
types of service. “Type” refersto the kind of service (breakfast, lunch, milk, etc.),
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while “category” refersto the beneficiary’s eigibility (free, reduced price, or
paid). Under thisformula, alocal program operator’ s entitlement to funding from
its administering agency is generally afunction of the categories and types of
service provided. Therefore, the child nutrition cluster programs are said to be
“performance funded.”

Characteristics of Individual Programs
The program-specific variants of this basic program model are outlined below.

a School Nutrition Programs (NSLP and SBP) - These programs target children
enrolled in schools. For program purposes, a “school” is apublic or non-profit
private school of high school grade or under, or a public or licensed non-profit
private residential child-care institution. At thelocal level, a school food
authority (SFA) is the entity with which the administering agency makes an
agreement for the operation of the programs. A SFA isthe governing body (such
as a school board) legally responsible for the operation of the NSLP and/or SBP
in one or more schools. A school operated by a SFA may be approved to serve
breakfast and lunch. A school with an afterschool care program with an
educational or enrichment component may also be approved to serve
supplements. See also the description of the SMP below.

b. SFSPC - The SFSPC is directed toward children in low-income areas when school
isnotin session. Itislocally operated by approved sponsors, which may include
public or private non-profit SFAs, public or private non-profit residential summer
camps, or units of local, municipal, county or State governments or other private
non-profit organizations that develop a special summer or other school vacation
program providing food service similar to that available to children during the
school year under the NSLP and SBP.

A feeding site under a sponsor’ s oversight may be approved to serve breakfast,
lunch, supplements, and/or supper. Except for children enrolled in participating
summer camps, al participating children receive their mealsfree. Participating
summer camps must identify children eligible for free or reduced price meals and
may charge those not income-eligible for free meals. Effective January 1, 2008,
sponsors are reimbursed for operating (meal service) and administrative costs
according to the performance funding formula outlined above.

Although USDA donated foods are made available under the SFSPC, they are
restricted to sponsors that prepare the mealsto be served at their sites and those
that have entered into an agreement with a SFA for the preparation of meals.

A-133 Compliance Supplement 4-10.553-3



March 2008 Child Nutrition Cluster USDA

C. SMP - The SMP provides milk to children in schools and child-care institutions
that do not participate in other Federal meal service programs. However, schools
operating the NSLP and/or SBP may aso participate in the SMP to provide milk
to children in half-day pre-kindergarten and kindergarten programs where
children do not have accessto the NSLP and SBP. A SFA or institution operating
the SMP as a pricing program may elect to serve free milk but there is no Federal
requirement that it do so. The SMP has no reduced price benefits.

Program Funding

FNS furnishes funds to State agencies by letter of credit. The State agencies use the meal
reimbursement funds to support program operations by SFAS, institutions, and sponsors under
their oversight, and the administrative funds to fund their own administrative costs. Funding for
FNS regional office-administered programsis handled through FNS's Integrated Program
Accounting System.

Funding Program Benefits

FNS provides cash reimbursement to each State agency for each meal served under the NSLP,
SBP, and SFSPC and for each half pint of milk served under the SMP. The State agency’s
entitlement to cash assistance for NSLP and SBP meals, NSL P supplements, and SMP milk not
reimbursed at the “free” rate is determined by multiplying the number of units served within the
State by a*“national average payment rate” set by FNS. Cash reimbursement to a State agency
under the SFSPC is the product obtained by multiplying the number of meals served by
maximum rates of reimbursement established by FNS.

FNS sets the national average payment rate or maximum rate of reimbursement for each type of
meal service (breakfast, lunch, supplement, supper) within each program. A national average
payment rate is also set for each eligibility category within the NSLP and SBP. Basic levels of
cash assistance are provided for all lunches and breakfasts, respectively. Thisbasic rateis
increased by two cents for each lunch served in SFAs in which 60 percent or more of the lunches
served during the second preceding school year were served free or at a reduced price.
Additional assistanceis provided for lunches and breakfasts served to children eligible for free or
reduced price meals. A higher rate of reimbursement is paid for each breakfast served free or at
reduced price in schools determined to be in “severe need.” Milk served free under the SMPis
funded at the average cost of milk. Since all meals are served free under the SFSPC, all meals of
the same type are funded at the same rate.

State agencies earn commodity assistance based on the number of program meals served in
schools participating in the NSLP and for certain sponsors participating in the SFSPC. The State
agency’slevel of commodity assistance is the product of the number of meals served in the
preceding year multiplied by the national average payment for donated foods.
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FNS adjusts the national average payment rates and maximum rates for reimbursement annually
for NSLP, SBP, and SFSPC to reflect changes in the Consumer Price Index and for the SMP to
reflect changesin the Producer Price Index. FNS adjusts commodity assistance rates annually to
reflect changes in the Price Index for Food Used in Schools and Institutions. The current
announcements of all these assistance rates can be found on the Internet at
http://www.fns.usda.gov/cnd (7 CFR sections 210.4(b), 220.4(b), 215.1, and 225.9(d)(9)).

A State agency uses the cash assistance obtained through performance funding to reimburse
participating SFAs and sponsors for eligible meals served to eligible persons. Like “national
average payments’ to States, reimbursement payments are also made on a per-meal
(performance funding) basis. SFAs and SFSPC sponsors receive commodities to the extent they
can use them for program purposes; however, certain types of products are limited by an
entitlement.

Funding State-Level Administrative Costs

In addition to funding for reimbursement payments to SFAs and sponsors, State agencies receive
funding from several sources for costs they incur to administer these programs.

a Sate Administrative Expense (SAE) Funds - These funds are granted under CFDA
10.560, which is not included in the Child Nutrition Cluster.

b. SFSPC Sate Administrative (SAF) Funds - In addition to regular SAE grants,
administrative funds are made available to State agencies under CFDA 10.559 to
assist with administrative costs of the SFSPC (7 CFR section 225.5). The State
agency must describe itsintended use of the fundsin a Program Management and
Administrative Plan submitted to FNS for approval (7 CFR section 225.4).

Sour ce of Gover ning Requirements

The programs included in this cluster are authorized by the Richard B. Russell National School
Lunch Act (NSLA) (42 USC 1751 et seq.) and the Child Nutrition Act of 1966 (CNA) (42 USC
1771 et seq.). Theimplementing regulations for each program are codified in parts of 7 CFR as
indicated: National School Lunch Program (NSLP), part 210; School Breakfast Program (SBP),
part 220; Special Milk Program for Children (SMP), part 215; and, Summer Food Service
Program for Children (SFSPC), part 225. Regulations at 7 CFR part 245 address eligibility
determinations for free and reduced price meals and free milk in schools and institutions.
Regulations at 7 CFR part 250 give general rules for the receipt, custody, and use of USDA
donated commodities provided for use in the Child Nutrition Cluster of programs.

Availability of Other Program Information

Additional program information is available from the FNS's Child Nuitrition site on the Internet
at http://www.fns.usda.gov/cnd. Information on the distribution of USDA donated commodities
for the Child Nutrition Cluster programs is available from the FNS Food Distribution web site at
http://www.fns.usda.gov/fdd/programs/schcnp/.
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1. COMPLIANCE REQUIREMENTS

In developing the audit proceduresto test compliance with the requirementsfor a Federal
program, the auditor should first look to Part 2, Matrix of Compliance Requirements, to
identify which of the 14 types of compliance requirementsdescribed in Part 3are
applicable and then look to Parts 3 and 4 for the details of the requirements.

A. Activities Allowed or Unallowed
1 SFSPC Sponsor Reimbursement Prior to January 1, 2008

Prior to January 1, 2008, sponsors generally were required to separately report
SFSPC operating and administrative costs as follows:

(This requirement is effective for new contracts with solicitations issued on or
after November 30, 2007. For amendments/renewals of contracts existing on
November 30, 2007 or for other new contracts, see Final Rule, Procurement
Requirements for the National School Lunch, School Breakfast, and Special Milk
Programs, I11. Implementation, 72 FR 61479, October 31, 2007.)

a Administrative Costs - Sponsor reimbursement is provided for central-
level general administrative overhead, including such costs as planning
and organizing, site monitoring, preparation of claims and reports, and
audits. Payment to sponsors for administrative costs amounted to the
lesser of: actual net expenses incurred for administrative costs; or the
number of meals by type actually served to eligible children multiplied by
the administrative rates for those meals; or the administrative budget that
was approved by the administering agency and included in the program
agreement, along with any approved amendmentsto it (7 CFR sections
225.9(d)(5) and (d)(8)), and section 225.15(c)). Also see the definition of
“administrative costs’ at 7 CFR section 225.2.

b. Exception for States with Simplified SFSPC Programs -

Operating and administrative cost comparisons are not required for
eligible school, public, and camp sponsorsin 26 States (Alaska, Arizona,
Arkansas, Colorado, Idaho, Indiana, lowa, Kansas, Kentucky, Louisiana,
Maine, Michigan, Mississippi, Nebraska, New Hampshire, North
Carolina, North Dakota, Ohio, Oklahoma, Oregon, Tennessee, Texas,
Washington, West Virginia, Wisconsin, and Wyoming) and Puerto Rico
from October 1, 2004 through December 31, 2007 (42 USC 1769(f)).
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2. SFSPC Sponsor Reimbursement on or after January 1, 2008

Effective January 1, 2008, all States must operate the SFSPC under simplified
cost accounting procedures. Sponsors are no longer required to report operating
and administrative costs, although they must maintain records of them. Sponsor
reimbursement is no longer related to operating and administrative cost
comparisons; it is determined solely by applying the applicable meals X rates
formula. Separate rates are used to compute reimbursement for operating and
administrative costs, but a sponsor can use its entire reimbursement payment for
any combination of operating and administrative costs (Title VII, Section 738 of
Pub. L. No. 110-161, December 26, 2007).

E. Eligibility
1 Eligibility for Individuals

Any child enrolled in a participating school or summer camp, or attending a
SFSPC feeding site, who meets the applicable program’ s definition of “child”
may receive meals under the applicable program. Children belonging to
househol ds meeting nationwide income eligibility requirements may receive
meals at no charge or, in the case of the NSLP and SBP, at reduced price.
Children in schools operating the School Nutrition Programs, or in camps
operating the SFSPC, who have been determined ineligible for free or reduced
price meals pay the full price, set by the SFA or sponsor, for their meals (7 CFR
sections 225.15(f), 245.1(a), and 245.3(c); definition of “subsidized lunch (paid
lunch)” at 7 CFR section 210.2; and definitions of “camp,” “closed enrolled site,”
“open site,” and “restricted open site” at 7 CFR section 225.2).

a General Eligibility

The specific groups of children eligible to receive meals under each
program are identified in the respective program’ s regulations.

Q) School Nutrition Programs (NSLP and SBP) - A “child” is defined
as. (a) astudent of high school grade or under (as determined by
the State educational agency) enrolled in an educational unit of
high school grade or under, including students who are mentally or
physically handicapped (as determined by the State) and who are
participating in a school program established for the mentally or
physically handicapped; (b) a person who has not reached his/her
twenty-first birthday and is enrolled in a public or non-profit
private residential child care institution; or (c) for meal
supplements served in afterschool care programs operated by an
eligible school, a person who is 18 years of age or under, except
that children who turn 19 during the school year remain eligible for
the duration of the school year (42 USC 1766a(b); definition of
“child” at 7 CFR sections 210.2 and 220.2).
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3)

SFSPC - A “child” isdefined as: (a) any person 18 years of age
and under; and (b) a person over 18 years of age, who has been
determined by the State educational agency or alocal public
educational agency to be mentally or physically handicapped, and
who participates in a public or non-profit private school program
established for the mentally or physically handicapped (Definition
of “children” at 7 CFR section 225.2).

SMP - Schools operating this program use the same definition of
“child” that isused in the NSLP and SBP, except for provision (3)
under the definition of “child” at 7 CFR section 210.2 regarding
supplements served in afterschool care programs. Where the
program operates in child-care institutions, as defined in 7 CFR
section 215.2, a“child” is any enrolled person who has not reached
his/her nineteenth birthday (7 CFR section 215.2).

b. Eligibility for Free or Reduced Price Meals or Free Milk

D

General Rule: Annual Certification - A child s eligibility for free
or reduced price meals under a Child Nutrition Cluster program
may be established by the submission of an annual application or
statement which furnishes such information as family income and
family size. SFAs, institutions, and sponsors determine eligibility
by comparing the data reported by the child’ s household to
published income eligibility guidelines. In addition to publishing
income eligibility information in the Federal Register, FNS makes
it available on the FNS web site (http://www.fns.usda.gov/cnd/)
under “Income Eligibility Guidelines.”

@ School Nutrition Programs - Children from households
with incomes at or below 130 percent of the Federal
poverty level are eligible to receive meals or milk free
under the School Nutrition Programs. Children from
households with incomes above 130 percent but at or below
185 percent of the Federal poverty level are eligible to
receive reduced price meals. Persons from households with
incomes exceeding 185 percent of the poverty level pay the
full price (7 CFR sections 245.2, 245.3, and 245.6; section
9(b)(1) of the NSLA (42 USC 1758 (b)(1)); sections 3(a)(6)
and 4(e) of the CNA (42 USC 1772(a)(6) and 1773(€))).
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(b) SFSPC - While all SFSPC meals are served at no charge,
the sponsors of certain types of feeding sites must make
individual determinations of eligibility for free or reduced
price mealsin accordance with 7 CFR section 225.15(f).
Seelll.E.3. “Eligibility - Eligibility for Subrecipients’ for
more information.

(© SMIP - Eligibility for free milk in SFAs electing to serve
freemilk is limited to children of households meeting the
income eligibility criteriafor free meals under the School
Nutrition Programs. The SMP has no provision for reduced
price benefits (Definition of “free milk” at 7 CFR section
215.2, and 7 CFR sections 215.7(b), 245.3, and 245.6).

Annual eligibility determinations may also be based on the child's
household receiving benefits under the Food Stamp Program, Food
Distribution Program on Indian Reservations (FDPIR), the Head
Start Program (CFDA 93.600) (42 USC 1758(b)(6)(A)), or, under
most circumstances, the Temporary Assistance for Needy Families
(TANF) program (CFDA 93.558) (42 USC 1758(b)). A household
may furnish documentation of its participation in one of these
programs; or the school, institution, or sponsor may obtain the
information directly from the State or local agency that administers
these programs. Certain runaway, homeless, and migrant children
are categorically eligible for free school lunches and breakfasts (42
USC 1758(b)(5)(A); 7 CFR section 245.6(b)).

Exceptions - The following are exceptions to the requirement for
annual determinations of eligibility for free or reduced price meals
and free milk under the Child Nutrition Cluster programs.

@ Puerto Rico and the Virgin Islands - These two State
agencies have the option to provide free meals and milk to
all children participating in the School Nutrition Programs,
regardless of each child’s economic circumstances. Instead
of counting meals and milk by type, they may determine
the percentage that each type comprises of the total count
using statistical surveys. The survey design must be
approved by FNS (7 CFR section 245.4).

(b) Spoecial Assistance Certification and Reimbur sement
Alternatives - Specia Assistance Certification and
Reimbursement Alternatives, Provisions 1, 2 and 3, are
authorized by Section 11(a)(1) of the NSLA (42 USC
1759a(a)(1)). Provision 1 may be used in schools where at
least 80 percent of the children enrolled are eligible for free
or reduced price meals. Under Provision 1, eligibility
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determinations for children eligible for free meals under the
School Nutrition Programs must be made once every two
consecutive school years. Children who qualify for
reduced price meals are certified annually (42 USC
1759a(a)(1)(B); 7 CFR section 245.9(a)).

For Provisions 2 and 3, extended cycles are allowed for
eligibility determinations. Since the schools also use
alternative meal counting and claiming procedures,
descriptions of Provisions 2 and 3 are presented below in
111.L.3, “Reporting - Special Reporting.”

(c) SFSPC Open Stes and Restricted Open Stes -
Determinations of individual household eligibility are not
required for meals served free at SFSPC “open sites,” or at
“restricted open sites. Seel11.G.3, “Eligibility - Eligibility
for Subrecipients,” for more information.

C. Reduced Price Charges for Program Meals

The SFA sets meal prices. However, the price for areduced price lunch,
breakfast, or snack may not exceed $0.40, $0.30, and $0.15, respectively
(See definition of “reduced price meal” in 7 CFR section 245.2).

2. Eligibility for Group of Individualsor Area of Service Delivery - Not

Applicable

3. Eligibility for Subrecipients

Administering agencies may disburse program funds only to those organizations
that meet eligibility requirements. Under the NSLP, SBP and SMP, this means
the definition of “school food authority” (SFA) as described at 7 CFR sections
210.2, 215.2, and 220.2, respectively. Eligible SFSPC organizations are
described at 7 CFR section 225.2 under the definition of “sponsor.” Additional
organizational eligibility requirements apply to the SFSPC, NSLP Afterschool
Snacks, and the SBP at the feeding site level (see detail below).

a S-SPC - Federa regulations at 7 CFR section 225.2 define sites in four

ways.

D

Open Stes - At an open site, meals are made available to all
children in the areawhere the site islocated. This area must be
one in which poor economic conditions exist (onein which at least
50 percent of the children are from households that would be
eligible for free or reduced price school meals under the NSLP and
the SBP). Datato support asite’ s eligibility may include: (a) free
and reduced price eligibility data maintained by schools that serve
the same area; (b) census data; or (c) other statistical data, such as
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information provided by departments of welfare and zoning
commissions.

2 Restricted Open Stes - A restricted open site is one that was
initially open to broad community participation, but at which the
sponsor has restricted attendance for reasons of safety, security, or
control. A restricted open site must serve an areain which poor
economic conditions exist, and its eligibility may be documented
with the same kinds of datalisted above for open sites.

3 Closed Enrolled Stes - A closed enrolled site makes meals
available only to enrolled children, as opposed to the community at
large. Itseligibility is based not on serving an area where poor
economic conditions exist, but on the eligibility of enrolled
children for free or reduced price school meals. At least 50 percent
of them must be so eligible. The sponsor must determine their
eligibility through the application process described at 7 CFR
section 225.15(f).

4) Camps - Eligible camps include residential summer camps and
nonresidential day camps that offer regularly scheduled food
service as part of organized programs for enrolled children. A
camp need not serve an area where poor economic conditions
exist. Instead, the camp’ s sponsor must determine each enrolled
child’s eligibility for free SFSPC meals through the application
requirements at 7 CFR sections 225.15(e) and (f). Unlike other
sponsors, the sponsor of a camp receives reimbursement only for
meal s served to children eligible for free or reduced price school
meals (7 CFR section 225.14(d)(1)).

b. BP - Severe Need Schools - In addition to the national average payment,
FNS makes additional payments for breakfasts served to children
qualifying for free or reduced price meals at schools that are in severe
need. The administering agency must determine whether a school is
eligible for severe need reimbursement based on the following eligibility
criteria: (1) the school is participating in or desiring to initiate a breakfast
program and (2) 40 percent or more of the lunches served to students at
the school in the second preceding school year under the NSLP were
served free or at areduced price. Administering agencies must maintain
on file, and have available for reviews and audits, the source of the data to
be used in making individual severe need determinations (42 USC
1773(d); 7 CFR section 220.9(d)).

C. NSLP - Afterschool Snhacks - Reimbursement for afterschool snacksis
made available to those school districts which (1) operate the NSLP in one
or more of their schools and (2) sponsor or operate afterschool care
programs with an educational or enrichment purpose. In the case of
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snacks served at an eligible site located in the attendance area of a school
in which at least 50 percent of the enrolled children are certified eligible
for free and reduced price school meals, all snacks are served free and are
reimbursed at the free rate regardless of individual eligibility. Schoolsand
sites not located in such an area may also participate, but they must count
and claim supplements as free, reduced price and paid, depending on the
eligibility status of the children served, and they must maintain
documentation of eligibility for children receiving free or reduced price
supplements (42 USC 17664).

G. Matching, Level of Effort, Earmarking

1.

2.

Matching
NSLP - Sate Revenue Matching Requirement

The State is required to contribute State-appropriated funds amounting to at least
30 percent of the funds it received under Section 4 of the NSLA in the school year
beginning July 1, 1980, unless otherwise exempted by 7 CFR section 210.17. In
the fall of each year, FNS furnishes each State with areport giving data for the
State' s use in determining its matching requirements. However, the State
revenues derived from the operation of the NSLP and State revenues expended for
salaries and administrative expenses of the NSLP at the State level are not
considered in this computation. In States with per capitaincome lower than the
national average, the 30 percent match is proportionately reduced (sections
7(a)(1) and (2) of the NSLA, and 7 CFR section 210.17(a)).

a Private School Exemption - States that are prohibited by law from
disbursing State appropriated funds to non-public schools are not required
to match “ General Cash Assistance” (Section 4) funds expended for meals
in such schools, or to disburse to such schools any of the State revenue
required to meet the matching requirements. Also, the matching
reguirements do not apply to schools in which the program is administered
by a FNS regional office (7 CFR section 210.17(b)).

b. Applicable State Revenues - State revenues, appropriated or used
specifically for program purposes, are eligible for meeting the matching
requirement. States use a number of methods to apply funds toward the
matching requirement. For example, they may: (1) disburse such funds
directly to SFAS, generally on a per-meal basis; (2) pay billsthat SFAs
would otherwise have had to pay themselves (such as FICA payments for
school food service workers); and (3) track State-appropriated funds that
SFAs have indirectly applied to the program through transfers from their
general fundsto their school food service funds (7 CFR section
210.17(d)).

Level of Effort - Not Applicable
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3.

Earmarking - Not Applicable

Procurement and Suspension and Debar ment

1.

Procurement

a

General Procurement - Regardless of whether the State elects to follow
State or Federal rulesin accordance with the A-102 Common Rule, the
following requirements must be followed for procurements initiated by
State agencies and SFSPC institutions on or after October 1, 2000. The
effective date of these requirements for SFAsis set by their administering
agencies, but cannot be later than

July 1, 2001.

@D Contractor Selection - A State agency, SFA, institution, or sponsor
shall not award a contract to afirm it used to orchestrate the
procurement leading to that contract. Examples of services that
would disgualify afirm from receiving the contract include
preparing the specifications, drafting the solicitation, formulating
contract terms and conditions, etc.

(7 CFR sections 3016.60(b) and 3019.43).

(2 Geographical Preference- A State or local government shall not
apply in-State or local geographical preference, whether statutorily
or administratively prescribed, in awarding contracts
(7 CFR section 3016.60(c)).

Contracts With Food Service Management Companies — Before awarding
acontract to afood service management company, or amending such a
contract, an SFA operating the NSLP and SBP must: (1) obtain its
administering agency’s review and approval of the contract terms;

(2) incorporate al changes required by the administering agency;

(3) obtain written administering agency approval of any changes made by
the SFA or its food service management company to a pre-approved
prototype contract; and (4) when requested, submit procurement
documents for administering agency inspection (7 CFR sections
210.16(a)(10) and 220.7(d)(1)(ix)). (Thisrequirement is effective for new
contracts with solicitations issued on or after November 30, 2007. For
amendments/renewal s of contracts existing on November 30, 2007 or for
other new contracts, see Final Rule, Procurement Requirements for the
National School Lunch, School Breakfast, and Special Milk Programs, 111.
Implementation, see 72 FR 61479, October 31, 2007.)
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C. Cost-Reimbursable Contracts —

D

(2)

Cost-reimbursable contracts awarded by SFAs operating the
NSLP, SMP, and SBP, including contracts with cost-reimbursable
provisions and solicitation documents prepared to obtain offers of
such contracts, must include the following provisions:

@ Billing documents submitted by the contractor will either
separately identify allowable and unallowabl e portions of
each cost, or include only allowable costs and a
certification that payment is sought only for such costs.

(b) The contractor must identify the amount of each discount,
rebate, and other applicable credit on bills and invoices
presented to the SFA for payment and individually identify
the amount as a discount, rebate, or in the case of other
applicable credits, the nature of the credit. If approved by
the State agency, the school food authority may permit the
contractor to report this information on aless frequent basis
than monthly, but no less frequently than annually.

No cost resulting from a cost-reimbursable contract may be paid
from the SFA’ s nonprofit school food service account if: (a) the
underlying contract does not include the foregoing provisions; or
(b) such disbursement would result in the contractor receiving
payments in excess of the contractor’s actual, net allowable costs
(7 CFR sections 210.21(f), 215.14a(d), and 220.16(e)). (This
requirement is effective for new contracts with solicitations issued
on or after November 30, 2007. For amendments/renewals of
contracts existing on November 30, 2007 or for other new
contracts, see Final Rule, Procurement Requirements for the
National School Lunch, School Breakfast, and Specia Milk
Programs, I11. Implementation, see 72 FR 61479, October 31,
2007.)

2. Suspension and Debarment - Mandatory awards by pass-through entities to
subrecipients are excluded from the suspension and debarment rules
(7 CFR section 3017.215(h)).

L. Reporting

1. Financial Reporting

a SF-269, Financial Status Report - Applicable

b. SF-270, Request for Advance or Reimbursement - Not Applicable
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C. SF-271, Outlay Report and Request for Reimbursement for Construction
Programs - Not Applicable

d. SF-272, Federal Cash Transactions Report - Not Applicable

e FNS-13, Annual Report of State Revenue Matching (OMB No. 0584 -
0075) - Thisreport is due 120 days after the end of each school year and
identifies the State revenues to be counted toward meeting the State
revenue matching requirement (7 CFR section 210.17(g)).

Key Line Item - The following line item contains critical information:

Line 5 - State revenues to be counted toward the Sate Revenue Matching
Requirement

f. Subrecipient Financial Reporting - A State agency may require SFAS,
ingtitutions, and sponsors under its oversight to report information the
State agency needs to prepare the financial reportsidentified above. Such
subrecipient reports should be tested during audits of the subrecipients.

2. Performance Reporting - Not Applicable
3. Special Reporting
a Sate Agency Special Reporting

To receive funds for the Child Nutrition Cluster programs, a State agency
administering one or more of these programs compiles the data gathered
on its subrecipients claims for reimbursement into monthly reports to its
FNS regional office. Such reports present the number of meals, by
category and type, served by SFAs or sponsors under the State agency’s
oversight during the report period.

Aninitial monthly report, which may contain estimated participation
figures, is due 30 days after the close of the report month. A final report
containing only actual participation datais due 90 days after the close of
the report month. A final closeout report is also required in accordance
with the FNS closeout-schedule. Revisions to the data presented in a
90-day report must be submitted by the last day of the quarter in which
they are identified. However, the State agency must immediately submit
an amended report if, at any time following the submission of the 90-day
report, identified changes to the data cause the State agency’ s level of
funding to change by more than (plus or minus) 0.5 percent. The specific
reports for each program are described below.
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Q) FNS-10, Report of School Program Operations (OMB No. 0584-
0002) - Thisreport captures meals served under the NSLP and
SBP, and half-pints of milk served under the SMP (7 CFR sections
210.5(d), 210.8, 215.10, 215.11, 220.11, and 220.13).

Key Line Items - The following line items contain critical
information:

@ Item 5 - National School Lunch Program:
- Lineb5a- Total lunches served in the NSLP

- Line5b - Lunches served in school food authorities that
qualify the Sate for additional payment

- Line5c - Total afterschool snacks served in all
approved schools and sites

- Line5d - Total afterschool snacks served in area
eligible schools and sites

(b) Line 6 - School Breakfast Program (Include schools with
severe need)

(© Line 7 - School Breakfast Program (Severe need only)
(d) Line 8 - Commodity Schools (Lunches only)
(e Item 9 - Special Milk Program:

- Line9a- Schools (Include Residential Child Care
Institutions)

- Line9b - Nonresidential Child Care Institutions
- Line9c - Summer Camps
H Item 10 - No. of Meals Served in Private Schools Only:
- Line 10a- National School Lunch Program
- Line 10b - Afterschool snacks

- Line 10c - Afterschool snacks served in area eligible
schools and sites

- Line10d - School Breakfast Program (Include Severe
Need)
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)

- Line 10e - Severe Need School Breakfast Program

(9) Item 11 - No. of Meals Served in Residential Child Care
Institutions (RCCls) Only:

Line 11a- National School Lunch Program
- Line1lb- NSLP - Shacks

- Line1lc - School Breakfast Program (Include Severe
Need)

- Line11d - Severe Need School Breakfast Program

FNS-418, Report of the Summer Food Service Program for
Children (OMB No. 0584-0280) - This report documents the
number of meals served under the SFSPC by sponsors under the
State agency’soversight. Unlike the FNS-10 and FNS-44 (Report
of the Child and Adult Care Food Program), which are generally
submitted year round, the FNS-418 isfiled only for the months
when the program isin operation (7 CFR sections 225.8(b) and
225.9(d)(5)).

Key Line Items - The following line items contain critical
information:

Part A - Meals Served

@ Lines 5 through 7 - Breakfasts

(b) Lines 8 through 10 - Lunches

(© Lines 11 through 13 - Suppers

(d) Lines 14 through 16 - Supplements

(e Lines 17 through 19 - Total

b. Subrecipient Special Reporting

To receive reimbursement payments for meals (and milk under the SMP)
served, a SFA, institution, or sponsor must submit claims for
reimbursement to its administering agency (7 CFR sections 210.8(b),
225.9(d), and 225.15(c)(2)). The claiming processis as follows:
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(1)

(2)

Claiming - General Process

At aminimum, aclaim must include the number of reimbursable
meals/milk served by category and type during the period
(generally amonth) covered by the claim. All meals claimed for
reimbursement must (a) be of types authorized by the SFAS,
ingtitution’s, or sponsor’ s administering agency; (b) be served to
eligible children; and (c) be supported by accurate meal counts and
records indicating the number of meals served by category and
type (7 CFR sections 210.7(c), 210.8(c), and 225.9(d)).

@ School Nutrition Programs - The following types of service
may be authorized for schools participating in these
programs. breakfast, lunch, supplement (if the school
operates an afterschool care program), and milk (under the
SMP). A school may be approved for the SMP only if it:

(i) does not operate any other Federal Child Nutrition meal
service programs, or (ii) operates the NSLP and/or SBP,
but makes milk available to children in half-day pre-
kindergarten or kindergarten programs who do not have
accessto the NSLP and SBP. All claims must be supported
by accurate meal counts by category and type taken at the
point of service or developed through an approved
aternative procedure (7 CFR sections 210.7, 210.8, 215.8,
215.10, 220.9, and 220.11).

(b) SFSPC - The meals that may be claimed under the program
are: breakfast, lunch, supper, and supplement. Food service
sites other than camps and sites which primarily serve
migrant children may claim either: one meal each day (a
breakfast, alunch, a supper, or a supplement), or two meals
each day if oneisalunch or supper and the other isa
breakfast or a supplement. Camps or sites which serve
meal s primarily to migrant children may serve three meals
or two meals and one supplement (7 CFR sections
225.9(d), 225.15(c), and 225.16).

Claiming - Exceptions

Asnoted abovein I11.E.1.b, “Eligibility for Individuals - Eligibility
for Free or Reduced Price Meals or Free Milk,” schools operating
the School Nutrition Programs under Special Assistance
Certification and Reimbursement Alternative Provisions 2 and 3
may use alternative counting and claiming procedures. Under
either provision, the schools must serve meals at no charge to all
children regardless of income dligibility for program benefits; and
the SFA pays, from sources other than Federal funds, for the costs
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of serving the lunches or breakfasts that are in excess of the value
of assistance received under the NSLA and CNA (42 USC
1759a(a)(1)).

@

(b)

M. Subrecipient Monitoring

Provision 2 - Provision 2 has a four-year cycle for annual
notification and certification for free and reduced price
meals. Inthefirst year, schools must take daily counts of
the number of meals served by meal category (paid, free,
reduced price) and establish the percentage of meals served
by category each month. In the second, third and fourth
school years, schools must count only the total number of
reimbursable meals served each month; the monthly
percentages established in the first year are then applied to
the counts taken in the corresponding months of the current
year. At the end of four years, the cycle may be extended
for another four yearsif the State determines that the
economic condition of the school’s enrollment has not
improved. Additional four-year extensions may be
approved on the same basis (42 USC 1759a(a)(1)(C) and
(D); 7 CFR section 245.9(b)).

Provision 3 - Provision 3 has afour-year cycle. Cash
reimbursement and commodity assistance are provided at
the same level asthe school received in the last year free
and reduced price applications were taken and daily meal
counts by category and type were made, adjusted for
inflation, the number of operating days, and enrollment.
Schools opting for this alternative are not required to make
annual free and reduced price eligibility determinations.
Free and reduced price eligibility determinations and daily
meal counts by income category are only required during a
base year which is not included as part of the four year
cycle. Provisions exist for authorizing subsequent four-
year extensions if the economic condition of the school’s
enrollment has not improved (42 USC 1759a(a)(1)(E);

7 CFR section 245.9(d)).

State agencies administering the programs included in the Child Nutrition Cluster are
required to perform specific monitoring procedures in accordance with 7 CFR sections
210.18 and 210.19(a)(4) (SBP and NSLP), 7 CFR section 215.11 (SMP), and 7 CFR

section 225.7 (SFSPC).
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N. Special Testsand Provisions
1 Verification of Free and Reduced Price Applications (NSLP)

Compliance Requirement - By November 15th of each school year, the local education
agency (LEA) (or State in certain cases) must verify the current free and reduced price
eligibility of households selected from a sample of applications that it has approved for
free and reduced price meals, unless the LEA is otherwise exempt from the verification
requirement. The verification sample size is based on the total number of approved
applications on file on October 1st .

A State agency may, with FNS approval, assume from LEAs under itsjurisdiction the
responsibility for performing the verifications. If the LEA performs the verification
function it must be in accordance with instructions provided by the State agency. The
LEA must follow-up on children whose eligibility status has changed as the result of
verification activities to put them in the correct category.

LEAS (or State agencies) must select the sample by one of the following methods:

a Basic Sample Size. Thelesser of 3 percent or 3000 of the approved applications
on file selected from error-prone applications. For this purpose, error prone
applications are those showing household incomes within $100 monthly or $1,200
annually of the income éligibility guidelines for free and reduced price meals.

b. Alternative Sample Sizes.

Q) The lesser of 3 percent or 3,000 applications selected at random from
approved applications on file as of October 1 of the school year, or

2 The sum of: (a) the lesser of 1 percent of al applicationsidentified as
error-prone or 1,000 error-prone applications, and (b) the lesser of 1/2 of
1 percent of, or 500, approved applications in which the household
provided, in lieu of income information, a case number showing
participation in the Food Stamp Program, TANF, or the FDPIR.

©)] The use of alternative sample sizes are available only as follows:

@ Any LEA may qualify if its non-response rate for the preceding
school year’s verification was less than 20 percent; or

(b)  AnLEA with more than 20,000 children approved by application
for free and reduced price meals may qualify if its non-response
rate for the preceding year had improved over the rate for the
second preceding year by at least 10 percent.

“Non-response rate” is defined as the percentage of approved household
applications selected for verification for which the LEA has not obtained
verification information.
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Sources of information for verification include written evidence, collatera contacts, and
systems of records, as described in 7 CFR section 245.6a(b) (42 USC 1758(b)(3)(D)).

Audit Objective - Determine whether the LEA (or State) selected and verified the
required sample of approved free and reduced price applications and made the
appropriate changes to eligibility status.

Suggested Audit Procedures
a Obtain the current family size and income guidelines published by FNS.
b. Through examination of documentation, ascertain that:

Q) The sampling and verification of free and reduced price applications were
performed, as required.

2 Changes were made to eligibility status based on documentation and other
information obtained through the verification process.

2. Accountability for Commodities

The following compliance requirements do not apply to recipient agencies (as defined at
7 CFR section 250.3), including SFAs and SFSPC institutions. Auditors making audits
of recipient agencies are not required to test compliance with these requirements.

Compliance Requirement
a Maintenance of Records

Distributing and subdistributing agencies (as defined at 7 CFR section 250.3)
must maintain accurate and compl ete records with respect to the receipt,
distribution, and inventory of donated foods including end products processed
from donated foods. Failure to maintain records required by 7 CFR section
250.16 shall be considered prima facie evidence of improper distribution or loss
of donated foods, and the agency, processor, or entity may be required to pay
USDA the value of the food or replace it in kind (7 CFR sections 250.16(a)(6) and
250.15(c)).

b. Physical Inventory

Distributing and subdistributing agencies shall take a physical inventory of all
storage facilities. Such inventory shall be reconciled annually with the storage
facility’ sinventory records and maintained on file by the agency that contracted
with or maintained the storage facility. Corrective action shall be taken
immediately on al deficiencies and inventory discrepancies and the results of the
corrective action forwarded to the distributing agency (7 CFR section 250.14(€)).
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Audit Objective - Determine whether an appropriate accounting was maintained for
donated food commodities, that an annual physical inventory was taken, and the physical
inventory was reconciled with inventory records.

Suggested Audit Procedures

a

3.

Determine storage facility, processing, and end use locations of all donated food
commodities, including end products processed from donated foods. Determine
the commodity records maintained by the entity and obtain a copy of procedures
for conducting the required annual physical inventory. Obtain acopy of the
annual physical inventory results.

Perform analytical procedures, obtain explanation and documentation for unusual
or unexpected results. Consider the following:

Q) Compare receipts, distribution, losses and ending inventory of donated
foods for the audit period to the previous period.

(2 Compare distribution by entity for the audit period to the previous period.

Ascertain the validity of the required annual physical inventory. Consider
performing the following steps, as appropriate:

Q) Observe the annual inventory process at selected locations and recount a
sample of commodity items.

2 If the annual inventory processis not observed, select a sample of
significant commodities on hand as of the physical inventory date and,
using the commodity records, “roll forward” the balance on hand to the
current balance observed.

(©)) On atest basis, recompute physical inventory sheets and related
summarizations.

4 Ascertain that the annual physical inventory was reconciled to commodity
records. Investigate any large adjustments between the physical inventory
and the commodity records.

On asample basis, test the mathematical accuracy of the commodity records and
related summarizations. From the commodity records, vouch a sample of
receipts, distributions, and losses to supporting documentation. Ascertain that
activity is properly recorded, including correct quantity, proper period and, if
applicable, correct recipient agency.

School Food Accounts

Compliance Requirement - A SFA isrequired to account for all revenues and
expenditures of its non-profit school food service in accordance with State requirements.
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A SFA must operate its food services on anon-profit basis; all revenue generated by the
school food service must be used to operate and improve its food services (7 CFR
sections 210.14 (a), 210.14 (c), 210.19 (a)(2), 215.7(d)(1), 220.2(0-2), and
220.7(e)(1)(1)).

Audit Objective - Determine whether a separate accounting is made of the school food
service, Federal reimbursement payments are promptly credited to the school food
service account, and transfers out of the school food service account are for the benefit of
the school food service.

Suggested Audit Procedures

a Review the school food service accounting records and ascertain if a separate
accounting is made for the school food service.

b. Test Federal reimbursement payments received monthly from the administering
agency to ascertain if promptly credited to the food service account.

C. Test transfers out of the school food service account and ascertain if the transfers
were for the benefit of the school food service.

V. OTHERINFORMATION

FNS no longer requires recipient agencies to inventory commaodities separately from
purchased food. However, the value of commodities used during a State or recipient
agency’ sfiscal year is considered Federa awards expended in accordance with the OMB
Circular A-133 8 .105 definition of Federal financial assistance and should be valued
in accordancewith §  .205(g). Therefore, recipient agencies must determine the value
of commoditiesused. FNS recommends that recipient agencies use the value of
commodities delivered to them during the audit period for this purpose.
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UNITED STATESDEPARTMENT OF AGRICULTURE

CFDA 10.557  SPECIAL SUPPLEMENTAL NUTRITION PROGRAM FOR WOMEN,
INFANTS, AND CHILDREN (WIC)

l. PROGRAM OBJECTIVES

The objective of the Special Supplemental Nutrition Program for Women, Infants and Children
(WIC) isto provide supplemental nutritious foods, nutrition education, and referrals to health
care for low-income persons during critical periods of growth and development. Such persons
include pregnant women, breast-feeding women up to one year postpartum, non-breast-feeding
women up to six months postpartum, infants (persons under one year of age), and children under
age five determined to be at nutritional risk. Intervention during the prenatal period improves
fetal development and reduces the incidence of low birth weight, short gestation, and anemia.

. PROGRAM PROCEDURES
Administration

The U.S. Department of Agriculture (USDA) Food and Nutrition Service (FNS) administers the
WIC Program through grants awarded to State health departments or comparabl e State agencies,
Indian tribal governments, bands or intertribal councils, or groups recognized by the Bureau of
Indian Affairs, U.S. Department of the Interior, or the Indian Health Service (IHS) of the U.S.
Department of Health and Human Services (HHS). A State agency administering the WIC
Program must sign a Federal/State Agreement that commitsit to observe applicable laws and
regulations in carrying out the program. The State agencies, in turn, award subgrants to local
agencies to certify applicants’ eligibility for WIC Program benefits and deliver such benefits to
eligible persons.

Program Funding

The WIC Program is a grant program that is 100 percent federally funded. No State matching
requirement exists. Funds are awarded by FNS on the basis of funding formulas prescribed in
the WIC Program regulations.

FNS allocates federally appropriated funds to WIC State agencies as grants which are divided
into two parts. a component for food costs and a component for Nutrition Services and
Administration (NSA) costs. Resources made available to a State agency under these two
components of itsinitial Federal WIC formula grant may be modified by the cumulative effect of
the following requirements:

Reallocations and Recoveries

The WIC Program’ s authorizing statute and regulations require FNS to recover unspent funds
and reallocate them to State agencies.
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Conversion Authority

A State agency that submits a plan to increase WIC participation under a cost containment
strategy, as outlined under the “ Cost Containment Requirements’ section below, in excess of the
increases projected by FNS in the NSA funds allocation formula, may shift a portion of its food
grant component to its NSA component. This “conversion authority” isafunction of the
“excess’ participation increase and is determined by FNS (See 111.A.2, “Activities Allowed or
Unallowed - Exceptions”).

Soending Options

Federal |egidlation and regulations authorize a State agency to shift a portion of its Federal WIC
formula grant between grant periods (Federal fiscal years) (Seelll.H, “Period of Availability of
Federal Funds”).

Rebates

A State agency may contract with afood manufacturer to receive arebate on each unit of the
manufacturer’s product purchased with Food Instruments (FIs) redeemed by program
participants. Such rebates are credits against prior expenditures made during the month in which
the rebate was earned for WIC food costs (See 111.B, “Allowable Costs/Cost Principles’).

Vendor, Participant, and Local Agency Collections

A State agency is authorized to retain Federal program funds recovered through claims action
against vendors, participants, and local agencies, and to use such recoveries for program
purposes. (Seelll.B, “Allowable Costs/Cost Principles’).

Program Income

Certain miscellaneous receipts a State agency collects as the result of WIC program operations
are classified as program income (See I11.J, “Program Income”).

Sate Funding

Although the Federal Financia Participation (FFP) for WIC is 100 percent, some States
voluntarily appropriate funds from their own revenues to extend WIC services beyond the level
that could be supported by Federal funding alone.

Certification
Applicants for WIC Program benefits are screened at WIC clinic sites to determine whether they

meet the eligibility criteriain the following categories: categorical, residency, income, and
nutritional risk (Seell1.E.1, “Eligibility - Eligibility for Individuals”).
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Benefits

The WIC Program provides participants with specific nutritious supplemental foods, nutrition
education, and health services referrals at no cost. The authorized supplemental foods are
prescribed from standard food packages according to the category and nutritional need of the
participant. The seven food packages available are described in detail in WIC Program
regulations.

About 75 percent of the WIC Program’ s annual appropriation is used to provide WIC
participants with monthly food package benefits. The remainder is used to provide additional
services to participants and to manage the program. Additional services provided to WIC
participants include nutrition education, breast-feeding promotion and support activities, and
client services, such as diet and health assessments, referral services for other health care and
socia services, and coordination activities.

Food Benefit Delivery

Supplemental foods are provided to participantsin any one of three ways, which are defined in
program regulations at 7 CFR section 246.12(b) as follows:

Direct Distribution Food Delivery Systems (used in Mississippi, the San Felipe Indian Tribal
Organization in New Mexico, and in parts of Illinois, Idaho, West Virginia, and the Acoma-
Canoncito-Laguna Hospital Board of New Mexico)

The State agency and/or its agent purchases supplemental foods in bulk and issues them to
participants at designated distribution facilities.

Home Food Delivery Systems (used in Vermont and in parts of Alaska, North Dakota, Texas, and
Utah)

Arrangements with home food delivery contractors provide for the delivery of supplemental
foods directly to participants homes.

Retail Food Delivery System (used by most State agencies)

Negotiable Fls are issued directly to individual participants, who exchange them for authorized
supplemental foods at retail stores approved as vendors by the State agency. Two types of
systems are used to redeem the FIs: voucher systems and check systems. In avoucher system,
the vendor submits the Fls directly to the State agency for payment; in a check system, vendors
deposit FIsto their bank accounts and the State reimburses them through their banks. Generaly,
a participant must use an FI within 30 days of the first date of use printed on the FI; and the
vendor must submit the FI for payment within 60 days of that date. Prior to March 27, 2007, the
vendor’s Fl submission deadline was 90 days.
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Each Fl issued to a participant must have a unique serial number. Asof March 27, 2007, a State
agency isrequired to determine the ultimate disposition of all Fls by serial number within 120
days of thefirst valid date for participant use; prior to March 27, 2007, the deadline for a State
agency to do this had been set at 150 days. The State agency must adjust previously reported
obligations for WIC food costs in order to account for actual FI redemptions and other changes
in the status of Fls.

Cost Containment Requirements

In an effort to use their food funding more efficiently, all WIC State agenciesin the 50 States,
the District of Columbia, Puerto Rico, Guam, the Virgin Islands, American Samoa, the
Commonwealth of the Northern Marianas Islands, and most Indian Tribal State agencies have
implemented cost containment measures. Reducing the average food cost per person enables
WIC to reach more participants with a given amount of funds. The most successful strategy has
been the negotiation of competitive rebate contracts between State agencies and infant formula
companies. Such contracts provide for the State agency to receive rebates on infant formula used
in the program. Other cost containment measures used by State agencies include competitive
bidding for juice, infant cereal, and infant juice; selection of retail vendors based on competitive
prices; setting maximum redemption amounts for FIs; authorizing the use of store or generic
brands of supplemental foods; and using a home delivery or direct distribution food delivery
system.

Vendor Cost Contai nment

Regulationsin 7 CFR part 246, published November 29, 2005, expanded requirements for
selecting and paying vendors on the basis of competitive prices. Unless FNS has granted a State
agency an exemption, the State agency is now required to:

1. Implement or modify avendor peer group system, whereby authorized vendors are
classified into groups on the basis of common characteristics or criteria that affect food
prices. At least one such criterion must be a measure of geography, such as metropolitan
or other statistical areas that form distinct labor and products markets.

2. Select and authorize vendors by applying competitive price criteria.
3. Set limits on payments to vendors within each peer group.
4, Identify vendors (called “ above-50-percent vendors’) that derive more than 50 percent of

their annual food sales revenue from WIC Fls.

5. Comply with requirements designed to ensure that the use of above-50-percent vendorsis
cost neutral to the program (that is, that it does not result in higher WIC food costs than
would have been the case if WIC participants had transacted their WIC Fls only at
regular vendors). (Seelll.N.4, “Specia Tests and Provisions - Authorization of Above-
50-Percent Vendors.”)
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Federal Oversight and Compliance M echanisms

FNS oversees State operations through an organization consisting of headquarters and seven
regional offices. Federal program oversight encompasses review of the nine functional areas of
the program: Organization and Management; Funding and Participation; Vendor Management;
Information Systems; Certification, Eligibility, and Coordination; Nutrition Services; Civil
Rights; Monitoring and Audits, and Food Delivery. Each year FNS regional offices evaluate as
many of these areas as possible within available resource constraints, focusing on those areas
they consider most need of review.

Although FNS uses technical assistance extensively to promote improvements in State operation
of the WIC Program, enforcement mechanisms are also present. The misuse of funds through
State or local agency negligence or fraud may result in the assessment of a claim (7 CFR section
246.23(a)). Claims may be established for funds lost due to FI theft or embezzlements or for
unreconciled FlIs (7 CFR sections 246.23(a)(2) and (4)). FNS has other mechanismsto recover
other losses and the cost of negligence. For other forms of noncompliance, FNS has the
authority to give notice and, if improvements do not occur, withhold administrative funds for
failure to implement program requirements (7 CFR section 246.19(a)(2)).

FNS hasidentified the following circumstances that may indicate noncompliance with WIC
program requirements: (1) redeemed FIswhich the issuing local agencies had reported as voided
or unclaimed; (2) alarge number of consecutively numbered, unreconciled Flsissued by the
same local agency; (3) redeemed Fls that appear to have been validly issued but fail to match
issuance records; and, (4) participants that transacted all of their Fls on the same day as they
were issued.

Sour ce of Gover ning Requirements

The WIC Program is authorized by section 17 of the Child Nutrition Act of 1966 (42 USC 1786).
Program regulations are found at 7 CFR part 246.

Availability of Other Program Information

For additional information, contact the applicable FNS regional office. Regional office
telephone and datafax numbers, and the States each regional office serves may be found on
FNS' s web site (http://www.fns.usda.gov/wic). The WIC Program regulations can be found at
that web site aswell.

1. COMPLIANCE REQUIREMENTS

In developing the audit proceduresto test compliance with the requirementsfor a Federal
program, theauditor should first look to Part 2, Matrix of Compliance Requirements, to
identify which of the 14 types of compliance requirementsdescribed in Part 3are
applicable and then look to Parts 3 and 4 for the details of the requirements.
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A.

Activities Allowed or Unallowed

1.

General Rule

a Funds allocated to a State agency for food must be expended to purchase
supplemental foods for participants or to redeem Flsissued for that
purpose. When supplemental foods are provided to participants via direct
distribution, the related warehouse facilities costs shall be alowable food
costs. Food funds can also be used to purchase breast pumps for
participants (7 CFR section 246.14(a) and (b)). Effective March 27, 2007,
Federal program funds may not be used to pay for retroactive benefits to
participants (7 CFR section 246.14(a)(2)).

b. Funds allocated for NSA must be used for the costs incurred by the State
or local agency to provide participants with nutrition education, breast-
feeding promotion and support, and referrals to other social and medical
service providers; and to conduct participant certification, caseload
management, food benefit delivery, vendor management, voter
registration, and program management (42 USC 1786(h)(1)(C)(ii);

7 CFR sections 246.14(c) and (d)).

Exceptions

a Funds allocated for food costs may be converted (be applied to NSA
costs): (1) asaresult of a State's plan to exceed participation levels
projected by the Federal funding formula; or (2) after recovery as vendor
or participant collections. Conversion due to planned participation
increasesis alowed only if such increases are expected to result from an
approved cost containment plan (7 CFR sections 246.14(e) and 246.16(f)).

b. Funds allocated for NSA costs but not needed for such costs may be
applied to food costs (7 CFR section 246.14(a)(2)).

Distinguishing WIC from Non-WIC Services

Under no circumstances may the WIC NSA grant component be charged for costs
that are demonstrably outside the scope of the WIC Program. WIC services may
include: (a) some screening (excluding laboratory tests other than the blood work
[hematological test] described below, which is required for determining WIC
eligibility); (b) referrals for other medical/social services, such asimmunizations,
prenatal (before birth) care, perinatal care (near the time of birth from the 28th
week of pregnancy through 28 days following birth), and well child care and/or
family planning; and (c) follow-up on participants referred for such services.
However, the cost of the services performed by other health care or social service
providers to which the participant has been referred shall not be charged to the
WIC grant. For example, the cost to screen, refer, and follow-up on
immunizations for WIC participants may be charged to the WIC grant, but, the
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cost to administer the shot, or to purchase the vaccine or vaccine-related
equipment, may not be charged to the WIC grant.
A hematological test for anemia, such as a hemoglobin, hematocrit, or free
erythrocyte protoporphyrin test, is the only laboratory test required to determine a
person’s eligibility for WIC (7 CFR section 246.7(e)(1)). Accordingly, the cost of
hematological tests for anemiaisthe only laboratory cost that may be charged to a
WIC grant.

B. Allowable Costs/Cost Principles

1.

Applicable Credits

The following items are credits against current vendor billings or prior
expenditures:

a Rebates - Rebates are credits against prior expenditures for food costs,
made during the month in which the rebate was earned.

b. Vendor Collections - Post-payment vendor collections are funds collected
through claims assessed against food vendors for errors and overcharges.
Pre-payment vendor collections are improper payments prevented as a
result of reviews of FlIs prior to payment; they are credits against vendor
billings.

C. Participant Collections - These are recoveries of improperly issued food
benefits as the result of a participant, guardian or caretaker intentionally
making a false or misleading statement or withholding information.

d. Local Agency Collections— These are funds collected as aresult of claims
assessed against local agencies for program funds that were misused or
otherwise diverted from program purposes due to local agency negligence
or fraud.

A State agency must recognize, use, and account for these items in accordance
with program regulations. At its discretion, the State agency may credit vendor,
participant, and local agency collections against expenditures for food and/or
NSA costs. The State agency may apply vendor, participant, and local agency
collections to food and/or NSA expenditures of: (1) the fiscal year in which the
initial obligation was made; (2) the fiscal year in which the claim arose; (3) the
fiscal year in which the collection is received; or (4) the fiscal year following the
fiscal year in which the collection isreceived (42 USC 1786(f)(21); 7 CFR
section 246.14(e)).
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2. Capital Expenditures

a

FNS has authorized WIC State and local agencies to charge the full
acquisition cost of non-computer equipment costing less than $25,000 per
unit without obtaining prior FNS approval, and to allow local agencies
under their oversight to do likewise. FNS regional offices retain the
discretion to apply alower dollar threshold to an individual State agency
and to the local agencies under its oversight, provided certain
requirements apply and the State agency receives written notice.

Automated Data Processing (ADP) Projects

FNS requires WIC State agencies to obtain prior approval to incur costs
for certain ADP projects and to provide notification and/or documentation
for others (7 CFR section 246.14(d)). Approval proceduresarein FNS
Handbook 901, Advance Planning Document Handbook, 2007 edition,
section 4.0.1 (available at

http://www.fns.usda.gov/apd/Handbook 901 2007/Final_FNS Handbook

901.pdf).

Approval levels are as follows:

Q) A State agency must notify the applicable FNS regional office
within 60 days of the initial expenditure or contract award for an
ADP project costing in excess of $4,999 but |ess than $100,000;
and

2 A State agency must receive prior approval for (a) an ADP project
that has a cost greater than $99,999 or (b) any ADP project
associated with planning, developing, or deploying a new
automation system.

Other Capital Assets - Purchases of other capital assets, such as buildings,
land and improvements to buildings or land that materially increase their
value or useful life, costing more than $5000 continue to require prior
approval from FNS (7 CFR section 3016.22).

C. Cash Management

The WIC program is subject to the provisions of the Cash Management Improvement Act
(CMIA). However, rebates held in State accounts are exempt from the interest provisions
of the CMIA (42 USC 1786(h)(8)(J); 7 CFR section 246.15(a)).
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E. Eligibility
1 Eligibility for Individuals

Applicants for WIC Program benefits are screened at WIC clinic sitesto
determine their WIC €eligibility. To be certified eligible, they must meet the
following eligibility criteria (7 CFR sections 246.7(c), (d), (e), (g), and (1)):

a Categorical - Eligibility isrestricted to pregnant, postpartum, and breast-
feeding women, infants, and children up to their fifth birthday (7 CFR
sections 246.2 (definition of each category) and 246.7(c)).

b. | dentity and Residency - Except in limited circumstances, WIC applicants
must be physically present for eligibility screenings and must provide
proof of identity. An applicant must also meet the State agency’s
residency requirement. Except in the case of Indian State agencies, the
applicant must reside in the jurisdiction of the State. Indian State agencies
may require applicantsto reside within their jurisdiction. All State
agencies may designate service areas for any local agency, and may
require that applicants reside within the service area. A State agency must
establish procedures, in accordance with guidance from FNS, to prevent
the same individual from receiving duplicate benefits through participation
at more than one local agency. Except under limited circumstances, WIC
applicants must present proof of identity and residency at certification.
Documentation of these determinations may consist of descriptions of
documents evidencing the applicants’ identities and residency, copies of
the documents themselves, and/or the applicants written statements when
no other documentation exists. Certification procedures prescribed by the
State agency set conditions for relying on these different forms of
documentation (42 USC 1786(f)(23); 7 CFR sections 246.7(c)(1),
246.7(i)(3) and (4), and 246.7 (1)(2)).

C. Income - An applicant must meet an income standard established by the
State agency or be determined to be automatically (adjunctively) income-
eligible based on documentation of his’her eligibility, or certain family
members digibility, for the following Federal programs: (1) Temporary
Assistance for Needy Families (formerly Aid To Families With Dependent
Children); (2) Medicaid; or (3) Food Stamps. State agencies may also
determine an individual automatically income-eligible, based on
documentation of hig’her eligibility for certain State-administered
programs. With limited exceptions, applicants who are not adjunctively or
automatically income eligible for WIC must provide documentation of
family income at their initial or subsequent certification (42 USC
1786(d)(3)(D); 7 CFR sections 246.2 (definition of “family”), 246.7(c),
and 246.7(d)).
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Income Guidelines - The income standard established by the State agency
may be up to 185 percent of the poverty income guidelines issued annually
by HHS or State or local income guidelines used for free and reduced-
price health care. However, in using health care guidelines, the income
guidelines for WIC must be between 100 and 185 percent of the poverty
income guidelines. Loca agency income guidelines may vary aslong as
they are based on the guidelines used for free and reduced-price health
care (7 CFR section 246.7(d)(1)). Effective March 27, 2007, income
determinations based on State or local health care guidelines are subject to
the definition of “family” in 7 CFR section 246.2, the definition of
“income” in 7 CFR section 246.7(d)(2)(ii), and the exclusions from
incomein 7 CFR section 246.7(d)(2)(iv) (7 CFR sections 246.2 and
246.7(d)(2)). The WIC income eligibility guidelines are issued each year
in the Federal Register and are available on FNS' s WIC web site
(http://www.fns.usda.gov/wic).

Income Eligibility Determination - Except for applicants determined to be
automatically income-eligible, income is based on gross income and other
cash readily available to the family or economic unit. Certain Federal
payments and benefits, listed at 7 CFR section 246.7(d)(2)(iv)), are
excluded from the computation of income. In addition, the State agency
may exclude housing allowances received by military services personnel
residing off military installations or in privatized housing, whether on or
off-base (7 CFR section 246.7(d)(2)(iv)(A)(1)). The State agency aso
may exclude any cost-of-living alowance provided to military personnel
who are on duty outside the contiguous States of the United States (7 CFR
section 246.7(d)(2)(iv)(A)(2)).

At aminimum, in-stream (away from home base) migrant farm workers
and their families with expired Verification of Certification cards shall
meet the State agency’ s income standard provided that the income of the
family is determined at least once every 12 months (7 CFR section
246.7(d)(2)(ix)).

An Indian State agency, or a State agency acting on behalf of an Indian
local agency, may submit reliable data that provesto FNS that the
majority of Indian householdsin alocal agency service area have incomes
at or below the State agency’ sincome guidelines. In such cases, FNS may
authorize the State agency to permit the use of an abbreviated income
screening process whereby an applicant affirms, in writing, that his’her
family income is within the State agency’ s prescribed guidelines (7 CFR
section 246.7(d)(2)(viii)).
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State agencies may instruct local agenciesto consider family income over
the preceding 12 months or the family’s current rate of income, whichever
indicator more accurately reflects the family’ sincome status. However,
applicants in which an adult member is unemployed shall have income
determined based on the period of unemployment. A State or local agency
may require verification of information which it determines necessary to
confirm income eligibility (7CFR sections 246.7(d)(2)(i) and (v)).

d. Nutritional Risk - A competent professional authority (e.g., physician,
nutritionist, registered nurse, or other health professional) must determine
that the applicant is at nutritional risk. While the broad guidelines for
determining nutritional risk are set forth in WIC legislation and
regulations, the specific allowable nutritional risk criteria are defined in
WIC policy guidance, which is updated periodicaly. Each State agency
may choose which allowable nutritional risk criteriawill be used to
determine eligibility. At aminimum, the certifying agency must perform
and/or document measurements of each applicant’ s height or length and
weight. In addition, a hematological test for anemia must be performed or
documented at certification if the applicant has no nutritional risk factor
prescribed by the State agency other than anemia. Certified applicants
with qualifying nutritional risk factors other than anemia must also be
tested for anemia within 90 days of the date of certification. Program
regulations set several exceptionsto these general rules. The
determination of nutritional risk may be based on current referral data
provided by a competent professional authority who is not on the WIC
staff (7 CFR sections 246.2 (definitions of “competent professional
authority” and “nutritional risk”) and 246.7(¢e)).

When an applicant meets all eligibility criteria, he/she is determined by
WIC clinic staff to be eligible for program benefits. Certification periods
are assigned to each participant based on categorical status for women,
infants, and children (7 CFR section 246.7(g)).

A WIC local agency assigns each eligible person a priority classification
according to the classification system described in 7 CFR section
246.7(e)(4). A person’spriority assignment reflects the severity of his/her
nutritional risk. If thelocal agency cannot immediately place the person
on the program for lack of an available caseload slot, the person is placed
on awaiting list. Caseload vacancies are filled from the waiting list in
priority classification order. State agencies are expected to target program
outreach and casel oad management efforts toward persons at greatest
nutritional risk (i.e., those in the highest priority classifications).
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Pregnant women are certified for the duration of their pregnancy and for
up to six weeks postpartum. Breast-feeding women may be certified
approximately every 6 months, or up to one year postpartum or until the
woman ceases breastfeeding, whichever occursfirst (42 USC 1786(d)(3)).
Infants are certified at intervals of approximately six months, except that
infants under six months of age may be certified for a period extending up
to the child sfirst birthday, provided the quality and accessibility of health
care services are not diminished. Children are certified for 6-month
intervals ending with the end of the month in which the child reaches the
fifth birthday. Non-breast-feeding women are certified for up to 6 months
postpartum. Effective November 27, 2006, all categories of participants
may be certified up to the last day of the last month of the certification
period (7 CFR section 246.7(g)(1)).

2. Eligibility for Group of Individualsor Area of Service Delivery - Not
Applicable

3. Eligibility for Subrecipients

A State agency may award WIC subgrants only to organizations meeting the
regulatory definition of “local agency.” Such organizations include public or
private non-profit health agencies, human service agencies that provide health
services, IHS health units, and Indian tribal groups described in the WIC program
regulations (See definition of “local agency” in 7 CFR section 246.2.).

H. Period of Availability of Federal Funds

1 Spend-Forward Option - A State agency may spend NSA funds up to an amount
equal to three percent of itstotal WIC formula grant for NSA costs of the
following Federal fiscal year. With prior approval from its FNS regional office,
the State agency may also spend NSA fundsin an amount that does not exceed
one-half of one percent of itstotal WIC formula grant, for management
information systems development costs during the following Federal fiscal year.
Food funds may not be “spent forward” (42 USC 1786(i)(3)(A)(ii)(1);

7 CFR section 246.16(b)(3)(ii)).

2. Backspend Option - A State agency may:

a Spend up to one percent of the food component of its grant for food costs
of the Federal fiscal year preceding the fiscal year for which the grant was
awarded. This backspend authority may be raised as high as three percent
with prior approval from FNS.

b. Spend up to one percent of its NSA grant component for food and/or NSA
costs of the Federal fiscal year preceding the fiscal year for which the
grant was awarded (7 CFR section 246.16(b)(3)(i)).

J. Program Income
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The State agency may use current year program income for costs incurred in the current
fiscal year and, with the approval of FNS, for costs incurred in previous or subsequent
fiscal years. Currently, the following are the only funds FNSis aware of that WIC State
agencies receive that are classified as program income: (1) royalties from printed
publications; (2) nominal fees, not to exceed costs, for reproducing or mailing
publications, videotapes, posters, etc.; (3) interest earned on rebate funds for infant
formula and other foods; (4) general grants not tied directly to foods purchased, but made
for inclusion of food items in a State’' s food package (such as certain grants from the
private sector); and (5) money received by the State agency as aresult of civil money
penalties or fines assessed against a vendor, and any interest charged in the collection of
these penalties and fines. A State agency may use program income for any combination
of food and NSA costs or other costs that further the broad objectives of the program

(7 CFR section 246.15(b)).

L. Reporting

1. Financial Reporting

a

b

SF-269, Financial Status Report - Not Applicable
SF-270, Request for Advance or Reimbursement - Not Applicable

SF-271, Outlay Report and Request for Reimbursement for Construction
Programs - Not Applicable

SF-272, Federal Cash Transactions Report - Not Applicable

FNS-798, WIC Financial Management and Participation Report (OMB
No. 0584-0045) - A State agency is required to submit monthly financial
and program performance (participation) data (7 CFR section 246.25(b)).

Each WIC State agency uses the FNS-798 to report projected and actual
Federal food expenditures and participation for each month of the fiscal
year. Participation for any given month equals the number of individuals
who received supplemental foods or FIs during that month plus the
number of infants who received no supplemental foods or FIs, but were
breast-fed by participating women during that month.

WIC State agencies also use the FNS-798 to provide the data FNS needs
to conduct the annual grant reconciliation and closeout required by 7 CFR
part 3016. The FNS-798 presents the status of the report year grant and
costs adjusted by the spending options (described under 111.H, “Period of
Availability of Federal Funds’), which allow State agencies to shift a
small portion of the WIC grant funds between Federal fiscal years. The
FNS-798 closeout report is the State' s official declaration of the final
status of its grant and costs for the report year.
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Key Line Items - The following line items contain critical information:

Q) Line 1 Adjusted Gross Obligations - reflects the amount of money,
net of all credits used to fund food outlays except rebates, that a
State agency estimates it will spend for each month’s food orders
or FI issuances.

2 Line 2 Estimated Rebates - reflects the amount of money that a
State agency estimates it will receive for rebates.

3 Line 7 Rebates Billed - reflects the dollar value of bills or invoices
submitted by the State to food manufacturers, such as infant
formula companies, for rebate payments.

4) Line 12 Net Federal Outlays and Unliquidated Obligations -
reflects the amount of payments, net of rebates billed, program
income, post-payment vendor collections, participant collections,
local agency collections, and other credits. The State’sWIC
program food cost ledger account should support this amount.

5) Line 18 Total Participation - reflects the actual number of
federally supported participants for elapsed months. The
participation counts should be supported by Fl issuance records
and participant files.

(6) Line 26 Net Federal Outlays and Unliquidated Obligations for
NSA Costs - reflects gross outlays and unliquidated obligations
minus program income, post-payment vendor collections,
participant collections, local agency collections, and other credits.

f. FNS-798A, Addendum to WIC Financial Management and Participation
Report - NSA Expenditures (OMB No. 0584-0045) - State agencies
prepare the FNS-798A annually to report: (1) NSA expenditures by
function for the fiscal year being closed out; (2) the method by which
NSA expenditures were charged asindirect costs; and (3) the method by
which the indirect cost amount was determined. FNS uses the amounts
reported in nutrition education and breast-feeding promotion and support,
two of the four functional categories on the FNS-798A, to determine
whether the State agencies met the statutory minimum spending level for
those functions.

Key Line Items:

D The following line items and columns contain critical information
for Sate-level activities:

@ Line 5aFederal Outlays - Column (03) - State-Level
Nutrition Education - represents total outlays and
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(2)

(b)

(©)

(d)

unliquidated obligations made for State-level nutrition
education costs supported by Federal grant funds and
program income.

Line 5aFederal Outlays - Column (04) - State-Level
Breast-feeding Promotion and Support - represents total
outlays and unliquidated obligations made for State-level
breast-feeding promotion and support costs supported by
Federal grant funds and program income.

Line 5b Sate Outlays - Column (03) - Sate-Level Nutrition
Education - represents total outlays and unliquidated
obligations made for State-level nutrition education costs
supported by State-appropriated funds plus the dollar value
of any in-kind contributions received from any Federal,
State or local funding source.

Line 5b Sate Outlays - Column (04) - Sate-Level Breast-
feeding Promotion and Support - represents total outlays
and unliquidated obligations made for State-level breast-
feeding promotion and support costs supported by State-
appropriated funds plus the dollar value of any in-kind
contributions received from any Federal, State or local
funding source.

The following line items and columns contain critical information
for local-level activities (Outlays and unliquidated obligations
made by local agencies or made by the State agency for local
clinics or other unitsin local communities that directly provide
benefits to participants).

(@

(b)

(©)

Line 5aFederal Outlays - Column (07) - Local-Level
Nutrition Education - represents total outlays and
unliquidated obligations made for local-level nutrition
education costs supported by Federal grant funds and
program income.

Line 5aFederal Outlays - Column (08) - Local-Level
Breast-feeding Promotion and Support - represents total
outlays and unliquidated obligations made for local-level
breast-feeding promotion and support costs supported by
Federal grant funds and program income.

Line 5b Sate Outlays - Column (07) - Local-Level
Nutrition Education -represents total outlays and
unliquidated obligations made for local-level nutrition
education costs supported by State-appropriated funds plus
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the dollar value of any in-kind contributions received from
any Federal, State or local funding source.

(d) Line 5b Sate Outlays - Column (08) - Local-Level Breast-
feeding Promotion and Support - represents total outlays
and unliquidated obligations made for local-level breast-
feeding promotion and support costs supported by State-
appropriated funds plus the dollar value of any in-kind
contributions received from any Federal, State or local
funding source.

(Refer to 7 CFR section 246.14(c))

g. Subrecipient Reporting - A State agency may require local agencies under
its oversight to report financial information the State agency needs to
prepare reports identified above. These reports should be tested during
audits of subrecipients.

2. Performance Reporting - Not Applicable
3. Special Reporting - Not Applicable
M. Subrecipient Monitoring

State agencies must establish an ongoing management evaluation system which includes
at least the monitoring of local agency operations, the review of local agency financial
and participation reports, the development of corrective action plans, the monitoring of
the implementation of corrective action plans, and on-site reviews. The on-site reviews
of local agencies shall include evaluation of management, certification, nutrition
education, civil rights compliance, accountability, financial management systems, and
food delivery systems. These reviews must be conducted on each local agency at least
once every two years, including on-site reviews of a minimum of 20 percent of the clinics
in each local agency or one clinic, whichever is greater (7 CFR section 246.19(b)).

N. Special Testsand Provisions
1 Food Instrument Disposition

Compliance Requirement — Prior to March 27, 2007, a State agency was required to
account for the disposition of all FIswithin 150 days of the FI’ sfirst valid date for
participant use. That time frame was reduced to 120 days for all Flsissued on or after
March 27, 2007. The State agency must identify all FIs as either issued or voided; and
identify issued Fls as either redeemed or unredeemed. Redeemed FIs must be identified
asone of the following: (1) validly issued, (2) lost or stolen, (3) expired, (4) duplicate, or
(5) not matching valid enrollment and issuance records. State agencies generally do this
by analyzing computer reports that provide detailed issuance and redemption information
on each Fl (7 CFR section 246.12(q)).
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Audit Objective - Determine whether the State agency’s FI disposition process complies
with the foregoing requirement.

Suggested Audit Procedures

a Obtain an understanding of the State agency’ s process for tracking Fls. At a
minimum, this includes ascertaining how the State agency:

Q) | dentifies the ultimate disposition of every Fl; and

2 Follows up on redeemed Flis that cannot be matched with valid issuances
(State agencies do this by contacting the issuing local agencies and by
other means).

b. Ascertain whether the State agency provides written guidance to local agencies on
how to follow up on issued Fls (redeemed and unredeemed).

C. Inspect disposition reports to ascertain that the State agency:

Q) Reconciled its records to issued FIs on a one-to-one basis within the time
frame set by regulation (150 or 120 days, as applicable, from the FI’ sfirst
valid date for participant use);

(2 Followed-up on redeemed Fis that were not validly issued and validly
used, in order to determine their ultimate disposition;

©)] Obtained explanations for identified discrepancies; and

4 Adjusted its accounting records and external reportsin order to reflect the
results of the disposition process.

d. Using State agency disposition reports for one or more months of the audit period,
verify the State agency’ s non-reconciliation rate for redeemed FIs. The State
agency should use the following steps in performing the non-reconciliation rate
calculation:

Q) Determine total FIs redeemed

(2 Determine total redeemed Fls initially identified as unreconciled (listed as
redeemed with no record of issuance on exception report)

3 Determine total redeemed FIsfinally identified as unreconciled (after
follow-up with local agencies/clinics)

4) Calculate the unreconciled rate (#3 divided by #1)
(5) Calculate total value of Fls redeemed

(6) Calculate total value of FIsfinally identified as unreconciled
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2.

Review of Food Instrumentsto Enforce Price Limitations and Detect Errors

Compliance Requirement — A State agency operating aretail food delivery system must
take the following actions to ensure that payments of WIC food funds to vendors conform
to program regulations and the State agency’ s vendor agreement:

a

FI Review Process - The State agency must have in place a process for reviewing
all, or arepresentative sample of, FIs submitted by vendors for redemption. The
review is done on an aggregate basis rather than on a vendor basis. Because of
the wide disparity in the number of Fls processed by State agencies, there are no
criteriafor determining what constitutes a representative sample, other than that it
must be a representative sample of FIs submitted. At aminimum, this process
must be able to detect:

Q) Redeemed monetary amounts that exceed the maximum monetary
purchase amounts established by the State agency for each type of Fl.

(2 Other errors, including purchase price missing; participant,
parent/caretaker, or proxy signature missing; vendor identification
missing; Fls transacted or redeemed after the specified time period; and
altered purchase price.

3 Questionable FIs which, while they may not clearly contain errors,
nevertheless require follow-up to determine if an error has occurred.

Follow-up on Erroneous or Questionable Fls - The State agency must follow up
on Fls containing errors and other questionable Fls detected through this process
within 120 days following detection. Regulations at 7 CFR sections 246.12(k)(2)
through (k)(5) describe appropriate follow-up actions (7 CFR section 246.12(Kk)).

Audit Objective — Determine whether the State agency’s system for reviewing Fls
detects and follows up on erroneous or questionable Fls.

Suggested Audit Procedures

a

Obtain an understanding of the State agency’ s process for detecting erroneous or
guestionable Fls.

Review the State agency’ s reports or other documentation of the review process,
showing the results for individual FIs during the audit period. Select a sample of
FIs redeemed that are covered by this documentation and analyze it to identify
any Fls containing errors. If the State agency does not review al Fls, then draw
the sample from only those FIs the State agency did review. Compare the Fls
containing errors per the State agency’ s documentation against the results of
analyzing the sample in order to determine whether the State agency’s review
process detected all erroneous or questionable Fis.
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C. Determine that the State agency followed up on al Flsfor which its review
process detected errors or questionable items within the required 120-day
timeframe.

3. Compliance I nvestigations of High-Risk Vendors

Compliance Requirement - A State agency operating aretail food delivery system must
conduct compliance investigations, which consist of inventory audits and/or compliance
buys, on aminimum of 5 percent of the vendors authorized as of October 1 of each year.
A State agency must conduct compliance investigations on its high-risk vendors up to the
5 percent minimum. High-risk vendors are identified at |east once annually using criteria
developed by FNS, and/or other statistically based criteria developed by the State agency
and approved by FNS. If the number of high-risk vendors exceeds 5 percent of the total,
then the State agency must prioritize vendors for investigative purposes based on their
potential for noncompliance and/or loss. If the number of high-risk vendors falls short of
5 percent of the total, the State agency must randomly select enough additional vendors
to meet the 5 percent requirement. When a compliance investigation discloses vendor
violations, the State agency must take appropriate action against the vendor. Such action
includes delaying payment or establishing a claim if aviolation affects payment to the
vendor; imposing sanctions mandated by program regulations for certain stated
violations; and imposing other, less severe sanctions prescribed by the State agency’s
sanction schedule for lesser violations (7 CFR sections 246.2 (definitions of “compliance
buy,” “high-risk vendor” and “inventory audit”), 246.12(j)(4)(i) through (iii),
246.12(k)(2) through (4), and 246.12(1)(1) and (2)).

Audit Objective — Determine whether the State agency made required compliance
investigations and took appropriate actions against vendors.

Suggested Audit Procedures

a Inspect the State agency’ s vendor files or database to identify the vendors
designated as high risk, and to determine the total number of vendors for which
compliance investigations were required during the audit period.

b. Inspect records to determine whether the State agency made the required
compliance investigations and established claims against vendors or took other
appropriate action based on the findings.

4. Authorization of Above-50-Percent Vendors

Compliance Requirement - Vendors that derive more than 50 percent of their annual
food sales revenue from WIC Fls, and new vendor applicants expected to meet that
criterion, are referred to as “ above-50-percent vendors’ (7 CFR section 246.2). Program
regulations set restrictions on a State agency’ s authorization of such vendors to accept
WIC Fls, and on the State agency’ s authority to disburse Federal WIC funds to them.
The purpose of these restrictions is to ensure that the average price per FI type that
above-50-percent vendors charge WIC participants does not exceed the price charged by
regular vendors, either within their peer groups or statewide. Fl types are the unique
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grouping of food items and quantities. The outcome should be that the State agency’s use
of above-50-percent vendors does not result in higher total food costs if WIC participants
transact their Fls at such vendors rather than at regular vendors.

A State agency using above-50-percent vendors must:

a

Obtain FNS certification of its vendor cost containment system according to one
of the following timeframes:

Q) By September 30, 2006, if the State had authorized any above-50-percent
vendors (FNSinitially set December 30, 2005 as the deadline for meeting
this requirement, but subsequently extended it to September 30, 2006); or

(2 Within 90 days of determining it has above-50-percent vendors, if the
State had not authorized any above-50-percent venders as of September
30, 2006 (7 CFR section 246.12(g)(4)(i)).

Ensure that the prices of above-50-percent vendors are not included with the
prices of regular vendors for purposes of determining the competitive price
selection criteria and maximum allowabl e reimbursement amounts for all vendors.
(7 CFR section 246.12(g)(4)(i)(D)); and

At least quarterly, conduct statewide cost neutrality assessments by calculating
and comparing the average redemption amounts for Fls (by type) redeemed by
regular vendors against those of above-50-percent vendors (7 CFR section

246.12(9)(4)(1)(D)).

Audit Objective — Determine whether the State agency obtained the required FNS
certification on the use of above-50-percent vendors and observed regulatory restrictions
on the use of such vendors.

Suggested Audit Procedures

a

Determine if the State agency currently has agreements with any above-50-
percent vendors.

If s0, inspect records to verify that the State agency had identified and authorized
those vendors.

Verify that FNS certification of the State vendor cost containment system was
within the required time frames.

Inspect State agency records to determine that the State agency conducted the
required quarterly cost neutrality assessments.
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e Obtain an understanding of how the State agency ensures that the prices charged
by above-50-percent vendors are not included with the prices of regular vendors
for purposes of determining the competitive price selection criteria and maximum
allowable reimbursement amounts for all vendors. Inspect records of the State
agency’ s competitive price selection criteria and maximum allowable
reimbursement levels to determine that the State agency did not include the prices
of above-50-percent vendorsin these calculations.
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UNITED STATESDEPARTMENT OF AGRICULTURE
CFDA 10558 CHILD AND ADULT CARE FOOD PROGRAM (CACFP)
l. PROGRAM OBJECTIVES

The CACFP assists States, through grants-in-aid and donated foods, to initiate and maintain non-
profit food service programs for eligible children and adults in nonresidential day care settings.

. PROGRAM PROCEDURES
General Overview

The U.S. Department of Agriculture’'s (USDA) Food and Nutrition Service (FNS) administers
the CACFP through grants-in-aid to States. The program is administered within most States by
the State educational agency. Inafew States, it is administered by an alternate agency, such as
the State department of health or social services. At the discretion of the Governor, different
agencies within a State may administer the program’ s child care and adult day care components.
In Virginia, the CACFP is directly administered by the FNS Mid-Atlantic Regional Office
(MARO). For purposes of this discussion, State agencies and the MARO are referred to
collectively as “administering agencies.”

CACFP benefits consist of nutritious meals and snacks served to eligible children and adults who
are enrolled for care at participating child care centers, adult day care centers, outside-school -
hours care centers, at-risk afterschool programs, family and group day care homes, and
emergency shelters. These entities are discussed in more detail below. Child and adult day care
centers and outside-school-hours care centers (often referred to collectively in this discussion as
“centers’), aswell as at-risk afterschool programs and emergency shelters, may operate
independently under agreements with their administering agencies, or they may participate under
the auspices of sponsoring organizations. Day care homes may participate only through
sponsoring organizations. An entity with which an administering agency entersinto an
agreement for the operation of the CACFP, be it an independent center or a sponsoring
organization, isknown as an “institution.”

A sponsoring organization usually does not provide child-care servicesitself. Rather, it assumes
administrative and financial responsibility for CACFP operationsin centers and day care homes
under its sponsorship. In that capacity, sponsoring organizations generally pass Federal funds
received from their administering agencies through to their homes and centers; in some cases,
however, sponsoring organizations provide meals to their centersin lieu of cash reimbursement.

Child-Care Centers

Eligible child-care centers include public, private non-profit, and certain for-profit child care
centers, Head Start programs, and other entities which are licensed or approved to provide day
care services.
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Adult-Day Care Centers

Public, private non-profit, and for-profit adult day care facilities which provide structured,
comprehensive services to nonresidential adults who are functionally impaired, or aged 60 and
older, may participate in CACFP.

Outside-School-Hours Care Centers

Outside-school-hours care centers include public, private non-profit and for-profit organizations,
licensed or approved to provide nonresidential child care services to enrolled children outside of
school hours.

At-Risk Afterschool Programs

At-risk afterschool programs are structured, supervised programsthat: are organized primarily
to provide care to at-risk children through age 18 after school hours and on weekends and
holidays during the school year; provide educational or enrichment activities; and are located in
low income areas. Examples of organizations that typically offer such programsinclude boys
and girls' clubs, and the YMCA.. In areas where Federal, State or local licensing or approval is
not required, operators of these afterschool programs are required to comply with State or local
health and safety requirements.

Emergency Shelters

Public and private non-profit emergency shelters which provide residential and food services to
homeless families are eligible to participate in CACFP. Eligible shelters may receive
reimbursement for serving up to three meals each day to homeless children who reside there.

Day Care Homes

A family or group day care homeis a private home licensed or approved to provide day care
services. As noted above, the provider of such services must sign an agreement with a
sponsoring organization to participate in CACFP; aday care home cannot enter into an
agreement directly with the administering agency.

Program Funding

Federal assistance to ingtitutions takes the form of cash reimbursement for meals served, and
USDA donated commodities or cash in lieu of commodities. An institution’s entitlement to cash
reimbursement is generally computed by multiplying the number of meals served, by category
and type, by prescribed per-unit payment rates called “reimbursement rates.” “Type” refersto
the kind of meal service for which the institution seeks reimbursement (breakfast, lunch,
supplement, supper). For meals served in centers, “ category” refers to the economic need of the
child or adult to whom ameal is served; such meals are categorized as “paid,” “reduced price,”
or “free.” Meals served in day care homes are categorized by the tiering structure (tier | or 1)
described in 111.E.1, “Eligibility - Eligibility for Individuals’ below. Under thisformula, an
ingtitution’ s entitlement to funding from its administering agency is afunction of the categories
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and types of services provided. An institution establishes its entitlement to reimbursement
payments by submitting claims for reimbursement to its administering agency.

Independent centers, sponsors of centers, and sponsors of day care homes may be approved to
claim reimbursement for up to two reimbursable meals (breakfast, lunch or supper) and one
snack, or two snacks and one meal, per child per day. Operators of at-risk afterschool programs
may claim reimbursement for one snack per child per day (except that operators of such
programs in the States of Delaware, Illinois, Michigan, Missouri, New Y ork, Oregon,
Pennsylvania, and West Virginiamay also claim reimbursement for supper). Homeless shelters
may claim up to three meals served to each residential child each day. The specific types of
meal s for which an institution may claim reimbursement payments are stated in its agreement
with its administering agency.

Sponsoring organizations of family day care homes aso receive administrative funds related to
the documented costs they incur in planning, organizing, and managing CACFP. They arethe
only CACFP institutions that may receive such assistance. Sponsoring organizations of centers
do not receive separate administrative cost reimbursement parallel to that received by sponsors
of family day care homes; instead, program regulations allow them to retain for their
administrative costs a portion of the meal reimbursement payments generated by their centers.

In addition to cash assistance, USDA makes donated commodities or cash-in-lieu of
commodities available for use by institutions in operating the CACFP (7 CFR section 226.5).
FNS enters into agreements with State distributing agencies for the distribution of commodities
to CACFP ingtitutions; the distributing agencies, in turn, enter into agreements with the
ingtitutions. The distributing agency may be the CACFP administering agency or a separate
State agency.

Documentation Requirements

An ingtitution operating the CACFP must have procedures in place to collect and maintain the
documentation required at 7 CFR section 226.15(e). Examples of such documentation include:
(1) the institution’ s application and supporting documents submitted to its administering agency;
(2) records of enrollment of each CACFP participant; (3) records supporting the free and reduced
price eligibility determinations for children and adults enrolled in centers and for providers
children in day care homes; (4) daily records indicating the number of children and adultsin
attendance and the number of meals served by type and category; (5) copies of receipts, invoices
and other records of CACFP costs and income required by the administering agency; (6) copies
of claims for reimbursement submitted to the administering agency; and (7) documentation of
non-profit operation of food service.

Pricing of Program Meals

Child care, adult day care, and outside-school-hours care centers may charge asingle fee to
cover tuition, meals, and all other day care services; such arrangements are called nonpricing
programs. Alternatively, they may operate pricing programs, in which separate fees are charged
for meals. An institution must describe its pricing policy in afree and reduced price policy
statement submitted to its administering agency. The vast mgjority of these centers operate
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nonpricing programs. Nevertheless, institutions must determine the eligibility of children and
adults enrolled at these centers for free or reduced price meals because such determinations
affect the reimbursement rates for meals served to the participants. At-risk afterschool programs,
emergency shelters, and family day care homes are prohibited from charging separately for
meals.

Federal Assistanceto States

Program funds are provided to States through letters of credit issued under the FNS Agency
Financial Management System. The States, in turn, use the funds to reimburse institutions for
costs of CACFP operations, as described above, and to support State administrative expenses.

Funding Program Benefits

FNS provides a cash payment (called a*“ national average payment”) to each State agency for
each meal served under the CACFP. A State’s entitlement to national average paymentsis
determined by substantially the same performance-based (meals-times-rates) formula used by
administering agencies to compute reimbursement payments to institutions. From the State’s
standpoint, all funds received via this formula are pass-through funds that the State must use for
reimbursement payments to institutions under its oversight.

FNS adjusts the national average payment rates on July 1 of each year. National average
payments for meals served in centers are adjusted to reflect changes in the Food Away From
Home series of the Consumer Price Index. Adjustmentsin national average payments for meals
served in day care homes are adjusted on the basis of changesin the Food at Home series of the
Consumer Price Index.

The State’ s level of commodity assistance or cash in lieu of commoditiesis based on the
numbers of lunches and suppers served in centersin the preceding year, multiplied by the
national average payment for donated foods. Commaodity assistance rates are also adjusted every
July 1 to reflect changes in the Food Used in Schools and I nstitutions series of the Consumer
Price Index.

Funding Sate-Level Administrative Costs

FNS makes State Administrative Expense (SAE) funds available to State agencies for
administrative expenses incurred in supervising and giving technical assistance to institutions
participating in CACFP. SAE requirements are prescribed at 7 CFR part 235.

Additional funds are also available to States to help State agencies and institutions comply with
Federal audit requirements, and to fund costs associated with performing administrative reviews
of ingtitutions after the audit requirements have been met. A State receives such assistance in an
amount equal to one and one-half percent (the percentage is reduced to one percent for fiscal
years 2005 through 2007) of the payments FNS made to the State for CACFP program
reimbursement to institutions during the second fiscal year preceding the year for which the
funds are to be made available (42 USC 1766(i)).
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Sour ce of Gover ning Requirements

The CACFP isauthorized at section 17 of the Richard B. Russell National School Lunch Act
(NSLA) (42 USC 1766), as amended. The program regulations are codified at 7 CFR part 226.
Regulations at 7 CFR part 250 provide general rulesfor the receipt, custody, and use of USDA
donated commodities provided for use in the CACFP.

Availability of Other Program Information

Additional program information is available from the FNS web site at
http://www.fns.usda.gov/cnd/. Information on the distribution of USDA-donated commodities
for the CACFP is available from the FNS Food Distribution web site at
http://www.fns.usda.gov/fdd/programs/schcnp/.

1. COMPLIANCE REQUIREMENTS

In developing the audit proceduresto test compliance with the requirementsfor a Federal
program, the auditor should first look to Part 2, Matrix of Compliance Requirements, to
identify which of the 14 types of compliance requirementsdescribed in Part 3are
applicable and then look to Parts 3 and 4 for the details of the requirements.

A. Activities Allowed or Unallowed

1 Reimbursement for Operating Costs of Child and Adult Care Centers - The
administering agency determines whether centers and sponsors of centers under
its oversight shall be reimbursed solely according to the meals-times-rates
formula outlined in 11 Program Procedures, or at the lesser of meals-times-rates or
actual, documented costs. Costs claimed by the institution as operating costs must
be related to preparing and serving meals to children and/or adults under the
CACFP (7 CFR section 226.11(c) and definition of “operating costs’ in 7 CFR
section 226.2).

2. Rei mbur sement for Sponsoring Organizations' Administrative Costs -
Administrative costs are costs related to planning, organizing, and managing a
food service under the CACFP (7 CFR section 226.2).

a Sponsoring Organizations of Centers - There isno provision for
sponsoring organizations of centers to receive reimbursement for
administrative costs. However, a sponsor may retain a portion of a
center’s meal reimbursement, not to exceed 15 percent, for its own
administrative expenses (42 USC 1766(f)(2)(C)(i); 7 CFR section
226.16(b)(1)). The method to determine the portion a sponsoring
organization may retain is described in 111.G.3, “Matching, Level of
Effort, Earmarking - Earmarking.”
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b. Sponsoring Organizations of Family Day Care Homes - In addition to
their meal reimbursement payments, sponsoring organizations of family
day care homes may receive reimbursement for their administrative costs
(7 CFR section 226.12). The formula a State agency must use to
determine a sponsoring organization’ s entitlement to administrative
payments is also described in I11.G.3, “Matching, Level of Effort,
Earmarking - Earmarking.”

3. Use of Reimbursements - Reimbursement payments shall be used solely for the
conduct of the food service operation or to improve such food service operations,
principally for the benefit of the enrolled participants (7 CFR section
226.15(e)(13)).

C. Cash Management

A sponsoring organization must disburse advance and meal reimbursement payments to
centers and day care homes under its sponsorship within five working days of receiving
them from its administering agency (7 CFR sections 226.16(g) and (h)).

E. Eligibility
1. Eligibility for Individuals
a General Eligibility

Any individual meeting the definition of “children” or “adult participant”
at 7 CFR section 226.2, and who is enrolled in a participating
nonresidential institution (or, with respect to children, an emergency
shelter), may receive meals under the CACFP. These definitions are:

(D) “Children” means (@) persons 12 years of age and under; (b)
children of migrant workers 15 years of age and under; (c) persons
through age 18 that are enrolled in at-risk afterschool programs
(except that children who turn 19 during the school year remain
eligible for the duration of the school year) or in emergency
shelters; and (d) mentally or physically handicapped persons, as
defined by the State, enrolled in an institution or a child care
facility serving amajority of persons 18 years of age and under (42
USC 1766(r) and (t)(5)(A); definitions of “children” and “enrolled
child” are available at 7 CFR section 226.2).

(2 “Adult participant” means “a person enrolled in an adult day care
center who is functionally impaired ... or 60 years of age or older”
(Definitions of “adult participant” and “enrolled participant” are
available at 7 CFR section 226.2).
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b. Eligibility for Free or Reduced Price Meals

D

Children and Adults Enrolled in Centers - While an independent
center or sponsoring organization of centers receives Federal cash
reimbursement for all meals served in centers, it receives higher
levels of reimbursement for meals served to children and adults
who meet Income Eligibility Criteria published by FNS for meals
served free or at reduced price. Participants from households with
incomes at or below 130 percent of poverty are eligible for free
meals; and participants with household incomes between 130
percent and 185 percent of poverty are eligible for reduced price
meals. The Income Eligibility Guidelines and Reimbursement
Rates are published in the Federal Register and on the FNS web
site at http://www.fns.usda.gov/cnd. Institutions must determine
each enrolled participant’s eligibility for free and reduced price
meals in order to claim reimbursement for the meals served to that
individual at the correct rate (7 CFR sections 226.17(b)(7),
226.19(b)(7)(i), 226.17(c), and 226.19a(b)(8)).

A participant’s eligibility may be established by the following
methods:

@ General Rule: Household Application - The participant’s
household may submit an income eligibility statement that
provides information about household size and income.
The information submitted by each household is compared
with USDA'’ s published Income Eligibility Guidelines. A
household is not required to furnish documentation to
support the information given in itsincome eligibility
statement; however, that information is subject to
verification under 7 CFR 226.23(h) (7 CFR sections
226.23(e)(1)(ii) and (iii), and 226.23(€)(4)).

(b) Exception: Categorical Eligibility - Children and adults
may be determined categorically eligible for free and
reduced price meals by virtue of their participation in
certain other programs. For children, such programs
include the Food Stamp Program, Food Distribution
Program on Indian Reservations (FDPIR), or State
programs funded through Temporary Assistance for Needy
Families (TANF). Categorically eligible adultsinclude
those who receive Food Stamp Program, FDPIR,
Supplemental Security Income (SSI), or Medicaid benefits.
Categorically eligible participants must indicate on the
income eligibility statement the other program for which
they are éligible. No income eligibility statement is
required for children participating in the Head Start
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(2)

3

Program or for pre-kindergarten children participating in
the Even Start Programs, nor is any €ligibility
determination required beyond documenting their
participation in Head Start or Even Start (7 CFR sections
226.23 (e)(1)(iv) and (v); 42 USC 1766(c)(6)).

Children Enrolled in Family Day Care Homes - A tiering structure
prescribed by program statute and regulations forms the basis for
meal reimbursement payments to sponsoring organizations of day
care homes. A homeisclassified astier | or tier |1, depending on
the home’ slocation or the provider’ sincome eligibility.

Tier | day care homes are those operated by providers whose
househol ds meet the income standards for free or reduced price
meal s, as outlined above; or those located in low-income areas. A
low-income areais one where at least 50 percent of the children
are eligible for free or reduced price school meals. Sponsoring
organizations may use elementary school enrollment data (or
census data in some special cases) to determineif ahomeis
located in alow-income areas (7 CFR sections 226.2 (definitions
of “low-income area’ and “tier | day care home”) and 226.15

(€)(3) and (f)).

Tier 11 homes are those day care homes which do not meet the
location or provider income criteriafor atier | home. Per-meal
reimbursement rates for meals served in tier 11 homes are lower
than corresponding rates for tier | homes. The provider in atier Il
home may nevertheless elect to have the sponsoring organization
determine the income-eligiblity of enrolled children, so that meals
served to those children who qualify for free and reduced price
meals would be reimbursed at the higher tier | rate (7 CFR section
226.23(e)(1)(1)).

Meals served to aday care home provider’s own children are not
reimbursable unless all of the following conditions are met: (a)
such children are enrolled and participating in the CACFP during
the time of the meal service; (b) enrolled, nonresidential children
are present and participating in the CACFP; and (c) the provider's
own children are éligible for free or reduced price meals (7 CFR
section 226.18(e)).

Children Enrolled in At-Risk Afterschool Programs - Eligible
afterschool programs must be located in geographical areas where
50 percent or more of the children are eligible for free or reduced
price meals under the School Nutrition Programs (CFDA 10.553
and 10.555), as demonstrated by the free and reduced price
eligibility data maintained by the school serving the area.
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Individual eligibility determinations for children attending these
programs are not required (42 USC 1766(r)).

4 Children Residing in Emergency Shelters - Children residing in
emergency shelters are categorically eligible to receive meals at no
charge (42 USC 1766(t)(5)(C)).

2. Eligibility for Group of Individualsor Area of Service Delivery - Not
Applicable

3. Eligibility for Subrecipients

a Administering agencies may disburse CACFP funds only to those
organizations that meet the eligibility requirements stated in the following
program requirements: (1) generic requirements for all institutions at
7 CFR section 226.15 and 42 USC 1766(a)(6) and (d)(1); (2) additional
requirements for sponsoring organizations at 7 CFR section 226.16;

(3) additional requirements for child care centers (whether independent or
sponsored) at 7 CFR section 226.17; (4) additional requirements for day
care homes (which must be sponsored) at 7 CFR section 226.18;

(5) additional requirements for outside-school-hours centersat 7 CFR
section 226.19; (6) additional requirements for adult day care centers
(whether independent or sponsored) at 7 CFR section 226.19a;

(7) additional requirements for at-risk afterschool programs at 42 USC
1766(r); and (8) additional requirements for emergency sheltersat 42 USC
1766(t).

b. For-profit child care and outside-school-hours care centers may participate
in the CACFP if they meet either of the following two criteria: (1) at |east
25 percent of the enrolled children or 25 percent of the licensed capacity,
whichever isless, are funded under Title XX of the Social Security Act; or
(2) at least 25 percent of the children in their care are eligible for free or
reduced price meals. Children who participate only in the at-risk
afterschool component of the program must not be considered in
determining whether the institution met this 25 percent threshold (42 USC
1766(a)(2)(B); 7 CFR section 226.11(c)(4)).

C. For-profit adult day care centers may be eligible for CACFPif at least 25
percent of their participants receive benefits under Title X1X or Title XX
of the Social Security Act (7 CFR section 226.2 (definition of “for-profit
center”)).
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G. Matching, Level of Effort, Earmarking
1. Matching - Not Applicable
2. Level of Effort - Not Applicable
3. Earmarking

a Sponsoring Organizations of Day Care Homes - Administrative cost
reimbursement to sponsoring organizations of day care homesis limited to
the lesser of the following factors on a cumulative year-to-date basis: (1)
the sponsoring organization’ s approved administrative budget; (2) actual
administrative costs less income to the program; or (3) the appropriate
monthly rates per home, multiplied by the number of operating homesin
each month. In addition, during any fiscal year, administrative payments
to a sponsoring organization may not exceed 30 percent of the total
amount of administrative payments and program (meal reimbursement)
payments for day care home operations (7 CFR section 226.12(a))

b. Sponsoring Organizations of Centers - Thereisno provision for
sponsoring organizations of centers to receive a separate reimbursement
for administrative costs. However, sponsors may retain up to 15 percent
from a center’ s reimbursement for its administrative expenses. State
agencies may waive thislimit if certain regulatory criteriaare met (7 CFR
sections 226.6(f)(1)(vi) and 226.16(b)(1)).

Procurement and Suspension and Debar ment

1. Procurement - Regardless of whether the State elects to follow State or Federal
rules in accordance with the A-102 Common Rule, the following requirements
must be followed for procurementsinitiated on or after October 1, 2000:

a A State agency or ingtitution shall not award a contract to afirm it used to
orchestrate the procurement leading to that contract. Examples of services
that would disgqualify afirm from receiving the contract include preparing
the specifications, drafting the solicitation, formulating contract terms and
conditions, etc. (7 CFR sections 3016.60(b) and 3019.43).

b. A State or local government shall not apply in-State or local geographical
preference, whether statutorily or administratively prescribed, in awarding
contracts (7 CFR section 3016.60(c)).

2. Suspension and Debarment - Mandatory awards by pass-through entities to
subrecipients are excluded from the suspension and debarment rules (7 CFR
section 3017.215(h)).
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L. Reporting

1 Financial Reporting

a

b.

SF-269, Financial Status Report - Applicable
SF-270, Request for Advance or Reimbursement - Not Applicable

SF-271, Outlay Report and Request for Reimbursement for Construction
Programs - Not Applicable

SF-272, Federal Cash Transactions Report - Not Applicable

Subrecipient Financial Reporting - A State agency may require
subrecipients to report information the State agency needs to prepare the
financial reports identified above. Such subrecipient reports should be
tested during audits of the subrecipients.

2. Performance Reporting - Not Applicable

3. Special Reporting

a

Sate Agency Special Reporting

FNS-44, Report of the Child and Adult Care Food Program (OMB No.
0584-0078) - To receive CACFP funds, a State agency administering the
program compiles the data gathered on its subrecipients’ claims for
reimbursement into monthly reportsto its FNS regional office. Such
reports present the number of meals served, by category and type, in
ingtitutions under the State agency’ s oversight during the report month.

Aninitial monthly report, which may contain estimated participation
figures, is due 30 days after the close of the report month. A final report
containing only actual participation datais due 90 days after the close of
the report month. A final closeout report is also required, in accordance
with the FNS closeout schedule. Revisions to the data presented in a
90-day report must be submitted by the last day of the quarter in which
they areidentified. However, the State agency must immediately submit
an amended report if, at any time following the submission of the 90 day
report, identified changes to the data cause the State agency’ s level of
funding to change by more than (plus or minus) 0.5 percent.
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Key Line Items - The following line items contain critical information:
Q) Part A - No. Homes

@ Line 6 - No. of sponsoring organizations of day care homes
administering between (ranges for numbers of homes given
in columns)

(b) Line 7 - No. of homes for which sponsors are eligible to
receive reimbursement based on rate for (ranges for
numbers of homes given in columns)

2 Part E
@ Lines 22 through 30 - Breakfasts
(b) Lines 31 through 39 - Lunches
(© Lines 40 through 48 - Suppers
(d) Lines 49 through 57 - Supplements

(e Lines 58 through 60 - Total Free, Reduced Price, and Paid
Meals Served (Respectively)

b. Subrecipient Special Reporting

To receive reimbursement payments for meals served, an institution must
submit claims for reimbursement to its administering agency. A clam
must include the number of meals served by category and type during the
period (generally a month) covered by the claim. All meals claimed for
reimbursement must be of types authorized by the institution’s
administering agency; must be served to eligible children or adults; and
must be supported by accurate meal counts and records indicating the
number of meals served by category and type. Reimbursement is not
allowed for meals served to a participant who is not enrolled for care,
meal s served in excess of an institution’s licensed or authorized capacity,
meal types that are not approved in the ingtitution’ s agreement with its
administering agency, or meals served in excess of the maximum number
of approved meal services (7 CFR sections 226.10(c), 226.15(h),
226.17(b)(4), 226.19(b)(5), and 226.19a(b)(6)).

D Meals Served in Child and Adult Care Centers - Several variants
are available for reporting participation under the meals-times-
rates reimbursement formula. They include: (a) reporting actual
meal counts by category and type; (b) applying “blended per-meal
rates’ to actual counts of meals served by type; and (c) applying
the center’ s “ claiming percentage” for each category to its actual
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(2)

3

(4)

count of each type of meal served. The claiming percentage for
each category isthe ratio of enrolled persons eligible for mealsin
that category to al enrolled persons. Theingtitution’s agreement
with its administering agency identifies the variant to be used (7
CFR sections 226.9(b) and 226.11(b)).

Meals Served in Day Care Homes - Like a sponsor of centers, a
day care home sponsor must claim reimbursement for meals by
category and type. With respect to day care homes, however,
“category” refersto thetiering structure (tier | or tier Il) rather than
to an individual’ s income dligibility, as described under 111.E.1,
“Eligibility - Eligibility for Individuas,” (7 CFR section
226.13(b)).

To develop the information needed to prepare aclaim, the
sponsoring organization requires each day care home under its
sponsorship to report the number of reimbursable meals served
during each claim month. The sponsoring organization collects the
number of meals served, by type, from tier | homes and from tier |1
homes that elect not to request the sponsoring organization to make
individual income eligibility determinations for enrolled children
(7 CFR sections 226.13(d)(1) and (2)). If atier 1| day care home
provider has elected to have its sponsoring organization make
individual income eligibility determinations, program regulations
provide several options for reporting the number of meals eligible
for reimbursement at thetier | and Il rates, respectively (7 CFR
section 226.13(d)(3)).

The reimbursement rates for lunches and suppers served in day
care homes whose sponsoring organizations have elected to receive
USDA donated commodities are reduced by the value of the
commodities (7 CFR section 226.13(c)).

Meals Served in At-Risk Afterschool Programs - Reimbursement
payments for snacks served to children in at-risk afterschool
programs are limited to one snack per child per day. Inthe States
of Delaware, Illinois (effective November 28, 2001), Michigan,
Missouri, New Y ork, Oregon, and Pennsylvania, however,
operators may also claim one supper per child per day. Snacks and
suppers served in at-risk afterschool programs are provided at no
charge and reimbursed at the “free” rate (42 USC 1766(r)).

Meals Served in Emergency Shelters - A shelter or its sponsoring
organization may claim reimbursement only for three meals, or
two meals and one supplement, per child per day. All such meals
are provided at no charge and reimbursed at the free rate

(42 USC 1766(t)(5)(B) and (C)).
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An institution must report such information, in addition to meal counts, as
its administering agency determines necessary to support the
reimbursement claimed. For centers and sponsors of centersin States that
elect to reimburse at the lesser of meals-times-rates or documented costs,
such information includes their operating (meal production) costs. For
sponsors of day care homes, such information includes their administrative
costs (7 CFR sections 226.7(m), 226.9(c) and (d), 226.10(c), 226.11(d),
and 226.12(a)). This aspect of the claiming processisdiscussed in I11.A,
“Activities Allowed or Unallowed.”

M. Subrecipient Monitoring

The administering agency is responsible for monitoring the institution’ s non-profit status
to ensure that all reimbursements shall be used solely for the conduct of the food service
operation or to improve such food service operations, principally for the benefit of the
enrolled participants (7 CFR section 226.7(b)) and 42 USC 1766 (d)(1)(B)).

The administering agency is required to assess institutional compliance by performing
on-site reviews of independent centers, sponsoring organizations of centers, and
sponsoring organizations of day care homes, including reviews of new organizations, in
accordance with a schedule prescribed in 7 CFR section 226.6(m) and 42 USC 1766

(A (A).

N. Special Testsand Provisions
1. Accountability for Commodities
Compliance Requirement

The following compliance requirements do not apply to recipient agencies (as defined at
7 CFR section 250.3), including CACFP ingtitutions. Auditors making audits of recipient
agencies are not required to test compliance with these requirements.

a Maintenance of Records

Distributing and subdistributing agencies (as defined at 7 CFR section 250.3)
must maintain accurate and compl ete records with respect to the receipt,
distribution, and inventory of donated foods including end products processed
from donated foods. Failure to maintain records required by 7 CFR section
250.16 shall be considered primafacie evidence of improper distribution or loss
of donated foods, and the agency, processor, or entity may be required to pay
USDA the value of the food or replaceit in kind (7 CFR sections 250.16(a)(6) and
250.15(c)).
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b. Physical Inventory

Distributing and subdistributing agencies and institutions shall take a physical
inventory of all storage facilities. Such inventory shall be reconciled annually
with the storage facility’ s inventory records and maintained on file by the agency
which contracted with or maintained the storage facility. Corrective action shall
be taken immediately on all deficiencies and inventory discrepancies and the
results of the corrective action forwarded to the distributing agency (7 CFR
section 250.14(e)).

Audit Objective - Determine whether an appropriate accounting was maintained for
donated food commodities, that an annual physical inventory was taken, and that the
physical inventory was reconciled with inventory records.

Suggested Audit Procedures

a Determine storage facility, processing, and end use locations of all donated food
commodities, including end products processed from donated foods. Ascertain
the commodity records maintained by the entity and obtain a copy of procedures
for conducting the required annual physical inventory. Obtain acopy of the
annual physical inventory results.

b. Perform analytical procedures, obtain explanation and documentation for unusual
or unexpected results. Consider the following:

Q) Compare receipts, distributions, losses and ending inventory of donated
foods for the audit period to the previous period.

(2 Compare distribution by entity for the audit period to the previous period.

C. Ascertain the validity of the required annual physical inventory. Consider
performing the following steps, as appropriate:

Q) Observe the annual inventory process at selected locations and recount a
sample of commaodity items.

(2 If the annual inventory process is not observed, select a sample of
significant commodities on hand as of the physical inventory date and,
using the commaodity records, “roll forward” the balance on hand to the
current balance observed.

3 On atest basis, recompute physical inventory sheets and related
summarizations.

4 Ascertain that the annual physical inventory was reconciled to commodity
records. Investigate any large adjustments between the physical inventory
and the commodity records.
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d. On asample basis, test the mathematical accuracy of the commodity records and
related summarizations. From the commodity records, vouch a sample of
receipts, distributions, and losses to supporting documentation. Ascertain that
activity is properly recorded, including correct quantity, proper period and, if
applicable, correct recipient agency.

V. OTHERINFORMATION

FNS no longer requires recipient agencies to inventory commaodities separately from
purchased food. However, the value of commodities used during a State or recipient
agency’ sfiscal year is considered Federa awards expended in accordance with the OMB
Circular A-1338 _.105, definition of Federal financial assistance and should be valued
in accordancewith 8 .205(g). Therefore, recipient agencies must determine the value
of commoditiesused. FNS recommends that recipient agencies use the value of
commodities delivered to them during the audit period for this purpose.
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UNITED STATESDEPARTMENT OF AGRICULTURE
CFDA 10.566  NUTRITION ASSISTANCE FOR PUERTO RICO
l. PROGRAM OBJECTIVES

The objective of the Puerto Rico Nutrition Assistance Program (NAP) is to help needy residents
of the Commonwealth of Puerto Rico (PR) meet their nutritional needs.

. PROGRAM PROCEDURES
Administration

Funds for the NAP are appropriated annually. The Food and Nutrition Service (FNS) of the
USDA provides an annual block grant to the PR Department of the Family to cover the full cost
of program benefits and 50 percent of the costs of administering the program. As a condition of
receiving the grant, PR must submit an annual plan of operation for review and approval by FNS.
FNS provides monthly increments to PR’s NAP |etter-of-credit authorization on the basis of
budget estimates contained in the approved plan. FNS aso monitors program operations to
assure program integrity. These monitoring activities include reviewing financial reports and
making on-site management reviews of selected program operations (7 CFR sections 285.2(a)
and 285.3).

Benefits

Under the NAP, participating households receive nutritional benefits to supplement their
incomes. They must use these program benefits to purchase foods for preparation and
consumption at home. The amount of a household’s monthly benefit payment depends on the
household’ s characteristics, financial circumstances, and the funds available for distribution. PR
establishes the éligibility and benefit levels for the program. The benefits are revised October 1
of each year to consider the nutritional needs of PR’ s needy population and to provide for the
distribution of available block grant funds.

A household receives its monthly benefit payment electronically. PR issues each client
household a debit card with which to access the benefits. Since September 2001, 75 percent of
each household’s monthly benefit has been designated for use in making food purchases at
retailers authorized by PR. The remaining 25 percent is a cash benefit. Clients may use their
debit cards to obtain cash at ATMs, or to combine their cash and non-cash benefitsin food
purchases from authorized retailers. PR monitors retailer and household compliance.

Benefit Redemption

NAP benefits are administered through an electronic benefit transfer (EBT) system. PR
establishes a benefit account to control the issuance and use of each household’ s benefits.
Benefit issuance takes the form of posting monthly increments to the client’s account: 75 percent
to the non-cash account and 25 percent to the cash account. ATM transactions generate charges
against the client’ s cash account. Purchases at authorized retailers generate on-line charges
against the client’ s non-cash account; these are resolved by crediting the retailers for the amount

A-133 Compliance Supplement 4-10.566-1



March 2008 Nutrition Assistance for Puerto Rico USDA

of client purchases. PR must reconcile the funds exiting the EBT system and paid to retailers
with amounts drawn from its EBT benefit account with the Government Devel opment Bank
(GDB). Cash drawn from PR’ s letter-of-credit is used to settle accounts with the GDB. A
service provider is used to process NAP EBT transactions.

PR obtains an examination by an independent auditor of the EBT service provider (service
organization) regarding the issuance, redemption, and settlement of benefits in accordance with
the American Institute of Certified Public Accountants (AICPA) Statement on Auditing
Standards (SAS) No. 70, Service Organizations.

Employment Servicesfor NAP Participants

Since October 1988, PR’s annual plan of operation has called for using a prescribed portion of its
NAP grant for program components designed to move NAP participants who are able to work
into the workforce. PR initially met this need through the Special Wage Incentive Program
(SWIP). Beginning in May 2005, PR began phasing out SWIP.

The PR Department of the Family operated SWIP through contracted sponsoring agencies,
which performed job placement services for NAP participants. PR reimbursed the sponsoring
agencies for 50 percent of the costs they incurred completing each job placement, and employers
for 50 percent of the wages they paid employees recruited through SWIP. These employers
entered into wage contracts with PR. Although PR ceased making SWIP placements on May 6,
2005, some existing contracts are expected to remain in effect through May 6, 2008 (PR Annual
Plan of Operation for Fiscal Y ear 2005, Section D (SMP Attachments).

Sour ce of Gover ning Requirements

The NAP is authorized by section 19 of the Food Stamp Act of 1977 (7 USC 2028), amended by
the Farm Security and Rural Investment Act of 2002 (Pub. L. No. 107-171, 116 Stat. 134 et seq.,
May 13, 2002). USDA regulations pertaining to NAP are found in 7 CFR part 285. Many
program requirements are established through PR’ s approved annual plan of operation.

1. COMPLIANCE REQUIREMENTSAND SUGGESTED AUDIT PROCEDURES

In developing the audit proceduresto test compliance with the requirementsfor a Federal
program, the auditor should first look at Part 2, Matrix of Compliance Requirements, to
identify which of the 14 types of compliance requirementsdescribed in Part 3are
applicable and then look to Parts 3 and 4 for the details of the requirements.

A. Activities Allowed or Unallowed

The annual plan of operation submitted by the PR Department of the Family must include
adescription of PR’s program for providing nutrition assistance to needy persons and the
eligible SWIP activities. The nutrition assistance PR actually provides must conform to
the approved plan (7 CFR section 285.3(b)(3); PR Annual Plan of Operation).
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E. Eligibility
1 Eligibility for Individuals

a The PR Department of the Family is required to identify in its annual plan
the population eligible for NAP benefits. In testing the propriety of
eligibility determinations and disbursements for NAP benefits, the auditor
shall apply the eligibility criteria established by the PR Department of the
Family and identified in the annual plan (7 CFR section 285.3(b)(2)).

b. Indiduals placed in the SWIP must be NAP participants (PR Annual Plan
of Operation for Fiscal Year 2005, Section D (SMP Attachments)).

2. Eligibility for Group of Individualsor Area of Service Delivery - Not
Applicable

3. Eligibility for Subrecipients - Not Applicable
G. Matching, Level of Effort, Earmarking
1 Matching

a The NAP grant provided by FNS isintended to cover 100 percent of PR’'s
expenditures for NAP benefits and 50 percent of the related administrative
expenses. PR must provide funds for its 50 percent share of the
administrative expenses (7 CFR section 285.2(a)).

b. Sponsoring agencies must provide 50 percent of their SWIP administrative
costs.

2. Level of Effort - Not Applicable
3. Earmarking - Not Applicable
H. Period of Availability of Federal Funds

Payments received by PR for afiscal year may not exceed the amount authorized for the
grant or the total NAP cost eligible for funding, whichever isless, for that fiscal year.
Funds for payments for any prior fiscal year expenditures must be claimed against the
funding for that fiscal year; however, funds collected from claims are credited to the
fiscal year in which the collection occured (7 USC 2027(e); 7 CFR section 285.2(b)).

For fiscal year 2002 and each fiscal year thereafter, PR may carry forward not more than
two percent of its grant for use in the following fiscal year (7 USC 2028(a)(2)(D);
Section 4124 of Pub. L. No. 107-171, 116 Stat. 325-326, May 13, 2002).
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L. Reporting

1 Financial Reporting

a
b.

C.

d.

SF-269, Financial Status Report - Applicable
SF-270, Request for Advance or Reimbursement - Not Applicable

SF-271, Outlay Report and Request for Reimbursement for Construction
Programs - Not Applicable

SF-272, Federal Cash Transactions Report - Not Applicable

2. Performance Reporting - Not Applicable

3. Special Reporting - Not Applicable

N. Special Testsand Provisions

1. EBT Reconciliation

Compliance Requirement - PR must perform all the following:

a Record and compare payments to the Daily Activity File and the Daily Payments
Summary File prepared by the EBT Services provider for the Department of the
Family (PR Annual Plan of Operation, G., Program Administration, 2.1.(a),
Reconciliation System (EBT)).

b. Perform the following reconciliations (PR Annual Plan of Operation, G., Program
Administration, 2.1.(a), Reconciliation System (EBT)):

(1)
(2)

3

(4)

Benefits authorized equal benefits posted.

Benefits accessed by recipients (net EBT account debits/credits) equal
benefit amount transactions approved by the EBT services provider.

Net EBT account debits/credits equal amount paid to merchants and
financia institutions (plus/minus authorized adjustments).

Amount paid to merchants and financial institutions equal funds requested
by the EBT services provider (plus/minus authorized adjustments).

PR’s EBT service provider maintains transaction trails that document the cycle of
household transactions from the posting of point-of-sale transactions at retailers through
the settlement of retailer credits (PR Annua Plan of Operation, F., Criteriafor
Distribution of Funds, 4, Electronic Benefit Transfer System - EBT Family Card, and G.,
Program Administration, 2.1.(a), Reconciliation System (EBT)).
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Audit Objective - Determine whether PR performs the required comparisons and
reconciliations.

Suggested Audit Procedures

a Ascertain if PR has a processin place to perform the required comparisons and
reconciliations.

b. Test asample of comparisons and reconciliations to ascertain if they are properly
performed and that there is proper follow-up and resolution of discrepancies.
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UNITED STATESDEPARTMENT OF AGRICULTURE

CFDA 10568 EMERGENCY FOOD ASSISTANCE PROGRAM (ADMINISTRATIVE
COSTYS)

CFDA 10569 EMERGENCY FOOD ASSISTANCE PROGRAM (FOOD
COMMODITIES)

l. PROGRAM OBJECTIVES

The objective of the Emergency Food Assistance Program (TEFAP) Cluster isto provide U.S.
Department of Agriculture (USDA)-donated commodities to low-income households for home
consumption, and to provide hot meals prepared from USDA donated commodities to needy
persons in congregate settings.

. PROGRAM PROCEDURES

The Food and Nutrition Service (FNS) of the USDA administers TEFAP. FNS entersinto
agreements with State distributing agencies for the distribution of USDA donated commodities,
and provides funding for the administrative costs these organizations incur in performing this
function. The State distributing agencies with which FNS makes agreements for the operation of
TEFAP are generaly the same State agencies that administer other USDA commodity programs,
such as State departments of agriculture, education, etc.

At the local (subrecipient) level, the program is operated by Eligible Recipient Agencies (ERAS).
ERAs include public and private non-profit organizations that operate Emergency Feeding
Organizations (EFOs), charitable institutions such as hospitals and retirement homes, summer
camps for children, and child nutrition programs providing food service, nutrition programs
under the Older Americans Act of 1965 (Pub .L. No. 89-73), and disaster relief programs. EFOs
include public and private non-profit organizations that provide nutrition assistance to relieve
situations of emergency and distress through the provision of food to needy persons, such asfood
banks, food pantries, soup kitchens, etc.

An ERA may receive a TEFAP subgrant directly from the State agency, or from another ERA.

In designating ERAS, a State agency may give priority to existing food bank networks and other
organi zations whose primary function is to facilitate the distribution of food to low-income
households, including food from sources other than USDA. A State may delegate its storage and
distribution functions to one or more food banks or other ERAS.

USDA provides commodities to State agencies, and the State agencies arrange for their delivery
to ERAs. State agencies are prohibited from charging ERAs any type of fee for providing this
service (7 CFR section 251.9(d); 7 USC 7511). FNS also awards each State agency a cash grant
for the administrative cost of carrying out its TEFAP food delivery and oversight functions. The
State agency, in turn, awards subgrants to its ERAs and/or incurs administrative costs on their
behalf. The value of TEFAP entitlement commodities and the amount of administrative funds a
State agency may receive are determined through an allocation formula described at 7 CFR
section 251.3(h). USDA may provide bonus commodities in addition to the formul a-generated
entitlement commodities.
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To gain access to its commodities and administrative funds, a State agency must have a
distribution plan and a Federal-State Agreement on file with the applicable FNS regional office.
The distribution plan gives the State agency’s criteria for awarding subgrants to ERAs and for
certifying households eligible for TEFAP benefits. Both the Federal-State Agreement and the
State agency’ s agreements with its ERAs may be amended at any time due to program changes
or at the request of either party.

Determinations of households' eligibility for TEFAP benefits are generally made by ERASIN
accordance with the criteria and procedures established by the State agency in its distribution
plan. ERAs may issue commodities to members of eligible households in quantities suitable for
meal preparation at home or they may use the commodities in the operation of feeding sites that
serve prepared meals.

The ERAs that conduct these issuance and congregate feeding activities are known as
“distribution sites.” In some cases, distribution sites are operated by separate organizations as
sub-subrecipients of other ERAs. Some distribution sites use mostly paid employeesto carry out
their missions, while othersrely heavily on the services of volunteers.

The Personal Responsibility and Work Opportunity Reconciliation Act of 1996 incorporated into
TEFAP apreviously separate program entitled Commodities for Soup Kitchens and Food Banks
(CFDA 10.571). Activitiesformerly conducted under that program are now deemed TEFAP
activities, and residual stocks of commodities originally made available for that program are now
deemed TEFAP commodities. Accordingly, CFDA 10.571 should not appear in a State’ s or
subrecipient’ s Schedule of Expenditures of Federal Awards.

Sour ce of Gover ning Requirements

TEFAP is authorized by the Emergency Food Assistance Act of 1983 (Pub. L. No. 98-8) (7 USC
7501-16), as amended by the Hunger Prevention Act of 1988 (Pub. L. No. 100-435) and the
Personal Responsibility and Work Opportunity Reconciliation Act of 1996 (Pub. L. No. 104-
193). Program regulations are found at 7 CFR parts 250 and 251.

1. COMPLIANCE REQUIREMENTS

In developing the audit proceduresto test compliance with the requirementsfor a Federal
program, the auditor should first look to Part 2, Matrix of Compliance Requirements, to
identify which of the 14 types of compliance requirementsdescribed in Part 3are
applicable and then look to Parts 3 and 4 for the details of the requirements.
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A. Activities Allowed or Unallowed

1. A State agency or ERA must use its administrative cost grant or subgrant for
activitiesintrinsic to the processing, transportation, and distribution of TEFAP
commodities within its State or service area. Such activitiesare listed at 7 CFR
section 251.8(e)(1)(i) through (v). Under certain circumstances, a State agency
may also use these funds for transporting TEFAP commodities to other States and
transporting non-USDA foods in from other States (7 USC 7505(d)).

2. An ERA that receives USDA non-program commodities and TEFAP
commodities may use its administrative cost subgrant for the distribution of both
classes of commodities. In addition, a State agency or ERA may useits
administrative funds for certain activities associated with the distribution of non-
USDA foods donated by private individuals and organizations (7 CFR section
251.8(e)(2)).

B. Allowable Costs/Cost Principles

While regulations issued under previous legislation had required State agencies and
ERASsto use TEFAP administrative funds solely for direct costs, the Personal
Responsibility and Work Opportunity Reconciliation Act of 1996 expressly identified
State level indirect costs as allowabl e costs (Personal Responsibility and Work
Opportunity Reconciliation Act of 1996, section 202A(c)(1)).

E. Eligibility
1. Eligibility for Individuals

a Receipt of Commodities for Household Use - An EFO certifies households
eligible to receive TEFAP commodities for household consumption by
applying income eligibility criteria established by the State agency (7 CFR
section 251.5(b)). These criteria are approved in advance by FNS as part
of the State agency’ s distribution plan (7 CFR section 251.6(a)).

b. Receipt of Prepared Meals - There is no means test for eligibility of
persons receiving prepared meals. Their éigibility is derived from the
ERA’sdigibility to receive and use TEFAP commodities.

2. Eligibility for Group of Individualsor Area of Service Delivery - Not
Applicable.

3. Eligibility for Subrecipients

To receive commodities and TEFAP administrative funds, a public or non-profit
private organization must have entered into an agreement with the State agency,
or with another ERA, binding it to perform the duties of an ERA. The State
agency’ s distribution plan identifies the classes of organizations with which it will
enter into such agreements.
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G. Matching, Level of Effort, Earmarking
1 Matching

a A State agency must match each Federal dollar expended for State-level
TEFAP administrative costs with adollar from non-Federal sources
(7 CFR section 251.9(a)).

Q) Exceptions - The following States are exempted from the matching
requirement in any fiscal year in which their respective required
matching contributions would have fallen below $200,000:
American Samoa, Guam, the Virgin Islands, and the
Commonwealth of the Northern Marianas (7 CFR section
251.9(b)).

(2 Acceptable Matching Contributions - Acceptable matching
contributions include:

@ Cash expenditures by the State agency for allowable State-
or local-level TEFAP administrative costs (7 CFR section
251.9(c)(1)); and

(b) Certain non-cash contributions. These may include: (i) the
value of goods and services specifically identifiable with
allowable State administrative costs; (ii) the value of goods
and services contributed by the State agency to an ERA,
which are specifically identifiable with allowable local-
level administrative costs; and (iii) the value of third-party
in-kind contributions, provided such contributions support
functions meeting criteria stated in the program regulations
(7 CFR section 251.9(c)(2)).

2. Level of Effort - Not Applicable
3. Earmarking

A State agency must use at least 40 percent of its TEFAP administrative cost
grant for costs that benefit ERAs that are EFOs. The State agency may do this by
awarding subgrants directly to EFOs and/or by incurring costs the EFOs would
otherwise have had to pay themselves (7 CFR section 251.8(€)(4)).

L. Reporting
1. Financial Reporting
a SF-269, Financial Satus Report - Not Applicable

b. SF-270, Request for Advance or Reimbursement - Not Applicable
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C. SF-271, Outlay Report and Request for Reimbursement for Construction
Programs - Not Applicable

d. SF-272, Federal Cash Transactions Report - Not Applicable

e FCS-667, Report of the Emergency Food Assistance Program (TEFAP)
Administrative Costs (TEFAP) (OMB No. 0584-0293) - This report
captures the status of a State’s TEFAP administrative cost grant in a
manner that identifies the portions applied to State level costs, costs paid
by the State on behalf of ERAS, and costs paid by the ERAS themselves.
It thus facilitates the monitoring of a State’s compliance with the State
matching and 40 percent pass-through requirements (7 CFR section
251.10(d)).

Key line items - The following line items contain critical information:
Q) Line c. - Net Outlays to Date
(2 Linef. - Total State Agency's Share of Net Outlays
(©)) Linek. - Total Federal Share
2. Performance Reporting - Not Applicable
3. Special Reporting - Not Applicable
M. Subrecipient Monitoring

A State agency must make on-site reviews of ERAs under its oversight and of
distribution sites operated by such ERAS, in accordance with its distribution plan. At a
minimum, the State agency’ s annual review coverage must include 25 percent of the
ERAs that operate TEFAP as a subrecipient of the State agency and one-tenth or 20
(whichever isless) of the ERAs that operate TEFAP as subrecipients of other ERASIN
the State. To the maximum extent practicable, review scheduling should enable State
agency staff to observe TEFAP commodity issuance and prepared meal service
operations (7 CFR section 251.10(€)).

N. Special Testsand Provisions
1 Accountability for Commaodities

Compliance Requirement - Accurate and compl ete records shall be maintained with
respect to the receipt, distribution/use, and inventory of donated foods, including end
products processed from donated foods. Failure to maintain records required by 7 CFR
section 250.16 shall be considered prima facie evidence of improper distribution or loss
of donated foods, and the agency, processor, or entity is liable for the value of the food or
replacement of the food in kind (7 CFR sections 250.16(a)(6) and 250.15(c)).
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Distributing and recipient agencies shall take a physical inventory of all storage facilities.
Such inventory shall be reconciled annually with the storage facility’ s inventory records
and maintained on file by the agency which contracted with or maintained the storage
facility. Corrective action shall be taken immediately on all deficiencies and inventory
discrepancies and the results of the corrective action forwarded to the distributing agency
(7 CFR section 250.14(e)).

Audit Objective - Determine whether an appropriate accounting was maintained for
donated food commaodities, that an annual physical inventory was taken, and the physical
inventory was reconciled with inventory records.

Suggested Audit Procedures

a Determine storage facility, processing, and end use locations of all donated food
commodities, including end products processed from donated foods. Determine
the commodity records maintained by the entity and obtain a copy of procedures
for conducting the required annual physical inventory. Obtain acopy of the
annual physical inventory results.

b. Perform analytical procedures, obtain explanation and documentation for unusual
or unexpected results. Consider the following:

Q) Compare receipts, usage/distribution, losses and ending inventory of
donated foods for the audit period to the previous period.

(2 If auditing at the State distributing agency level, compare distribution by
entity for the audit period to the previous period.

3 If auditing at the ERA level, compare relationship of usage of donated
foods to production, meals served, or similar activity reports for the audit
period to the same relationship for the previous period.

C. Ascertain the validity of the required annual physical inventory. Consider
performing the following steps, as appropriate:

Q) Observe the annual inventory process at selected locations and recount a
sample of commodity items.

(2 If the annual inventory process is not observed, select a sample of
significant commodities on hand as of the physical inventory date and,
using the commaodity records, “roll forward” the balance on hand to the
current balance observed.

3 On atest basis, recompute physical inventory sheets and related
summarizations.
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4 Ascertain that the annual physical inventory was reconciled to commodity
records. Investigate any large adjustments between the physical inventory
and the commodity records.

d. On asample basis, test the mathematical accuracy of the commodity records and
related summarizations. From the commodity records, vouch a sample of
receipts, usage/distributions, and losses to supporting documentation. Ascertain
that activity is properly recorded, including correct quantity, proper period and, if
applicable, correct ERA.
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DEPARTMENT OF AGRICULTURE

CFDA 10.665 SCHOOLSAND ROADS-GRANTSTO STATES
CFDA 10.666  SCHOOLSAND ROADS- GRANTSTO COUNTIES

l. PROGRAM OBJECTIVES

The objective of this program is to share receipts from the national forests with the Statesin
which the national forests are situated. Generally, these funds are to be used for the benefit of
public schools and public roads of the county or counties in which the national forest is situated.

. PROGRAM PROCEDURES
General

Since the early 1900s, the Congress has enacted laws directing that a State or county be
compensated for the presence of Federal lands in the State. The compensation may be based on
Federal acreage or a county’s population, but in most instances, the paymentsrelateto a
percentage of the receipts generated on Federal land. Federal laws requiring payments to States,
based on national forest receipts, provide the basis and methodology of the compensation
payments to the States but allow States to prescribe how the funds are spent for schools and
roads in the county or counties in which the national forest is situated. All disbursement
transactions are processed through the U.S. Treasury.

Program Operation

25-Percent Payment - 25 percent of gross recelpts generated on Forest Service lands during the
fiscal year is distributed to the States. Payments are to be used to benefit public schools and
public roads of the county or countiesin which the national forest is situated. Two payments are
made to the States: an interim payment is made in October on the basis of estimated third-
guarter operating results, and afina payment is made in December, providing the balance of the
actual receipts due to the counties. The Forest Service calculates both payments and sends | etters
to the States advising them of the amount and of each county’ s historic percentage of the
payment based on the county’ s acreage in the national forest. The Forest Service notifies the
U.S. Treasury of the amountsto be paid, and the funds are electronically transmitted to the
States. The States verify the amount of each deposit with information received from the Forest
Service, then distribute the funds to the counties in which the national forests are situated.

Full Payment Amount (Secure Rural Schools and Community Self-Determination Payment) -
This payment is made in relation to the State’ s 25-Percent Payment. Each eligible county elects
to receive either its share of the 25-Percent Payment, as described above, or its share of the
State’ s “Full Payment Amount.” Such payments are authorized for Federal Fiscal Years (FY)
2001 through 2007. For purposes of making the FY 01 payment, the full payment amount for
each eligible State, and the share thereof for each eligible county that electsto receiveit, is stated
in the Forest Service document entitled “Pub. L. No. 106-393, Secure Rural Schools and
Community Self-Determination Act,” dated July 31, 2001. For purposes of making the
payments required in Federal FY's 2002 through 2007, the Forest Service shall annually adjust
the amounts stated in that document in accordance with section 751(b) of Pub. L. No. 107-76
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(115 Stat. 739, November 28, 2001) and section 5401 of Pub. L. No. 110-28 (121 Stat. 165, May
25, 2007).

Quinault Special Payment - 45 percent of the gross recel pts generated by the Quinault Special
Management Areais distributed to the State of Washington for the benefit of public roads and
public schools. Thisamount is combined with the 25-Percent Payment to Washington State to
make one payment. Washington State distributes Quinault payments to the counties as part of its
25-Percent Payment.

Arkansas Smoky Quartz Payment - 50 percent of the receipts from the sale of quartz mined on
the Ouachita National Forest in Arkansasis distributed to Arkansas for the benefit of public
roads and public schools of the countiesin which the forest is situated. The Forest Service
calcul ates these payments by subtracting the quartz receipts from the forest receipts and applying
the 50 percent rate to these quartz receipts. The quartz payment is added to the State's 25-
Percent Payment and distributed in one lump sum.

Payments to Minnesota - Three-quarters of 1 percent of the fair appraised value of specified
national forest landsin Cook, Lake, and St. Louis Countiesis paid to the State. The Forest
Service adds this amount to the 25 Percent Payment for the remainder of Minnesota and makes
one payment to the State. The State distributes funds to Cook, Lake, and St. Louis counties
according to the fair appraised value of the specified national forest lands in each county.

National Grasslands Payment - 25 percent of net revenues from national grasslands and land
utilization projects (LUPs) administered under Title 111 of the Bankhead-Jones Farm Tenant Act
(grazing receipts collected by the Forest Service and mineral receipts collected by the Minerals
Management Service and transmitted to the Forest Service for distribution) is distributed to the
80 counties containing Forest Service national grasslands. Payments are made directly to the
counties where the national grasslands and LUPs are |ocated.

Sour ce of Gover ning Requirements
25 Percent Fund - 16 USC 500

Secure Rural Schools and Community Self-Determination Act Payments - 16 USC 500 note;
Section 751 of Pub. L. No. 107-76 (115 Stat. 739, November 28, 2001)

U.S Troop Readiness, Veterans Care, Katrina Recovery, and Iraq Accountability
Appropriations Act, 2007 — Section 5401 of Pub. L. 110-28 (May 25, 2007)

Quinault Special Payment - Pub. L. No. 100-638, section 4(b)(2)
Arkansas Smoky Quartz Payment - Pub. L. No. 100-446, section 323
Payments to Minnesota - 16 USC 577g and 577g-1

National Grasslands Payment - 7 USC 1012
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Availability of Other Program Information

Program information may be found on the Internet at http://www.fs.fed.us.

1. COMPLIANCE REQUIREMENTS

In developing the audit proceduresto test compliance with the requirementsfor a Federal
program, the auditor should first look to Part 2, Matrix of Compliance Requirements, to
identify which of the 14 types of compliance requirementsdescribed in Part 3are
applicable and then look to Parts 3 and 4 for the details of the requirements.

A. Activities Allowed or Unallowed

1 25-Percent Payment funds must be used for public roads and public schools of the
county or counties in which the national forest is situated (16 USC 500 note
section 102).

2. Full Payment Amount funds must be used for public roads and public schools of

the county in which the national forest is situated (Title 1), special projects on
Federal lands (TitleIl), or county projects (TitleI11) (16 USC 500 note sections
102, 202, and 302).

3. Quinault Special Payment funds must be used for public schools and roads of the
county or counties in which the national forest is situated (Pub. L. No. 100-638,
section 4(b)(2)).

4, Arkansas Smoky Quartz Payment funds must be used for public roads and public
schools in the counties in which the Ouachita National Forest is|ocated
(Pub. L. No. 100-446, section 323).

5. Payments to Minnesota funds have no restrictions on use (16 USC 577g and g-1).

6. National Grasslands Payment funds must be used for roads or schoolsin the
county in which theland islocated (7 USC 1012).

G. Matching, Level of Effort, Earmarking
1. Matching - Not Applicable
2. Level of Effort - Not Applicable
3. Earmarking

A county that elects to receive its share of the Full Payment Amount and that
share is $100,000 or more must:

a Use at least 80 percent, but not more than 85 percent of the funds, for
public roads and public schools (16 USC 500 note section 102(d)).
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b. Use the balance of the funds for any combination of the following:

Q) Reserve for special projects on Federal lands in which case the
funds are deposited in a specia account in the U.S. Treasury
(16 USC 500 note sections 102(d), 202).

2 Search, rescue, and emergency services, community service work
camps, easement purchases, forest related educational
opportunities; fire prevention and county planning; and community
forestry (16 USC 500 note sections 102(d) and 302).

(©)) Return to the U.S. Treasury (16 USC 500 note sections 102(d) and
402).
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UNITED STATESDEPARTMENT OF AGRICULTURE

CFDA 10.760 WATER AND WASTE DISPOSAL SYSTEMSFOR RURAL
COMMUNITIES

l. PROGRAM OBJECTIVES

The Water and Waste Program is designed to assist rural communities in obtaining safe drinking
water and adequate waste facilities, which are prerequisites for economic growth. In recent
years, water and waste systems have been subject to increasingly stringent regulation under the
Safe Drinking Water Act and the Clean Water Act. This program isinstrumental in providing
the financing to build or upgrade rural water and waste facilities.

. PROGRAM PROCEDURES

Under this program, the United States Department of Agriculture’s (USDA) Rural Utilities
Service (RUS) awards direct loans, loan guarantees, and project grants for new and improved
water and waste systems serving rural areas where financing is not available from commercial
sources at reasonable rates and terms. The Water and Waste Program is authorized to provide
loan and grant assistance to eligible applicants for water and waste disposal facilitiesin rural
areas and towns of up to 10,000 people.

Eligible applicantsinclude: (1) a public body, such as a municipality, district, county, authority,
Indian tribe, or other political subdivision of a State, territory or commonwealth (7 CFR sections
1780.7(a)(1) and (a)(3)); or (2) an organization operated on a not-for-profit basis, such asa
cooperative, association, or private corporation (7 CFR section 1780.7(a)(2)).

Direct Loansfor Water and Waste Disposal Systems

To establish its digibility for aloan, an applicant must demonstrate to RUS that it cannot finance
the proposed project from its own resources or obtain sufficient credit to do so at reasonable
terms or rates. In addition, the applicant must have the legal authority to construct, operate, and
maintain the proposed facility, and to give security for and repay the proposed loan. (7 CFR
section 1780.7) A loan isrepayable in not more than 40 years or the useful life of the facility,
whichever isless. Interest ischarged at a poverty rate, intermediate rate, or market rate
depending on the circumstances (7 CFR section 1780.13).

Project Grantsfor Water and Waste Disposal Systems

RUS makes grants in conjunction with direct loans for water and waste disposal projects
servicing the most financially needy communitiesin order to reduce user costs to areasonable
level. Grant amounts are based on a graduated scale that provides higher amounts for projectsin
communities that have lower income levels; however, a grant amount may never exceed 75
percent of aproject’s eligible development costs. To establish grant eligibility, an applicant must
demonstrate to RUS that it serves arura area whose median household income (MHI) falls
below the statewide nonmetropolitan median household income (NMHI) (7 CFR section
1780.10).
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Guaranteed Loansfor Water and Waste Disposal Systems

RUS generally guarantees 80 percent of the loan amount but may, in extraordinary
circumstances, guarantee a higher level not to exceed 90 percent. The interest rate for
guaranteed loans is negotiated between the recipient and the lender (7 CFR sections 1980.819
and 1980.823).

Sour ce of Gover ning Requirements

The program is authorized by under Section 306 of the Consolidated Farm and Rural
Development Act (7 USC 1926). Implementing regulations are at 7 CFR part 1780.

Availability of Other Program Information

RUS maintains a home page on the Internet (http://www.usda.gov/rus/water/), which provides
general information about this program.

1. COMPLIANCE REQUIREMENTS

In developing the audit proceduresto test compliance with the requirementsfor a Federal
program, the auditor should first look to Part 2, Matrix of Compliance Requirements, to
identify which of the 14 types of compliance requirementsdescribed in Part 3are
applicable and then look to Parts 3 and 4 for the details of the requirements.

A. Activities Allowed or Unallowed

1. Loan and grant funds may be expended on eligible project costs, as approved by
RUS. These expenditures include items such as land acquisition, water rights,
legal fees, engineering fees, construction costs, and the purchase of equipment
(7 CFR section 1780.9).

2. Loan and grant funds may not be used for the following (7 CFR section 1780.10):

a Facilities which are not modest in size, design, and cost.

b. Loan or grant finder’ s fees.

C. The construction of any new combined storm and sanitary sewer facilities.
d. Any portion of the cost of afacility which does not serve arural area.

e That portion of project costs normally provided by a business or industrial

user, such as wastewater pretreatment, etc.
f. Rental for the use of equipment or machinery owned by the applicant.

0. For other purposes not directly related to operating and maintaining the
facility being installed or improved.
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G.

Matching, Level of Effort, Earmarking
1. Matching

Borrowers may be required to provide funds from other sources as required in the grant
agreement and the letter of conditionsissued by RUS (7 CFR sections 1780.44(d) and

().
2. Leve of Effort - Not Applicable
3. Earmarking - Not Applicable
Reporting Requirements
1. Financial Reporting
a SF-269 - Financial Status Report - Not Applicable
b. SF-270 - Request for Advance or Reimbursement - Not Applicable

C. SF-271 - Outlay Report and Request for Reimbursement for Construction
Programs - Not Applicable

d. SF-272 - Federal Cash Transactions Report - Not Applicable

e Form RD 442-2, Satement of Budget, Income and Equity (OMB No. 0575-
0015) - Thisreport covers financial operations relating to the borrower’s
water or waste disposal project.

f. Form RD 442-3, Balance Sheet (OMB No. 0575-0015) - This report
presents the financial status of the borrower’ s water or waste disposal
project.

2. Performance Reporting - Not Applicable
3. Special Reporting - Not Applicable
OTHER INFORMATION

Interim Financing

After RUS has made a commitment on aloan, the borrower may obtain interim financing
from commercial sources (e.g., abank loan) for the construction period (7 CFR section
1780.30(d)). Expenditures from these commercia sources that will be repaid from the
proceeds of the RUS loan should be considered Federal awards expended, included in
determining Type A programs, and reported in the Schedule of Expenditures of Federal
Awards.
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Satus of Outstanding Loan Balance After Project Completion

In years after the program funds are expended and construction is completed, and the
only ongoing financial activity of the program is the payment of principal and interest on
outstanding loan balances, the prior loan balances are not considered to have continuing
compliance requirements under OMB Circular A-1338 _ .205(d). Prior loansthat do
not have continuing compliance requirements other than to repay the loans are not
considered Federal awards expended and, therefore, are not required to be audited under
OMB Circular A-133.

However, this does not relieve the borrower of the requirement to file financial reports on
these loans (which are not required to be audited) or otherwise comply with program
requirements (e.g., maintaining insurance, depositing fundsin federally insured banks,
obtaining prior approval for sales of plant).
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UNITED STATESDEPARTMENT OF AGRICULTURE
CFDA 10.766 COMMUNITY FACILITIESLOANSAND GRANTS
l. PROGRAM OBJECTIVES

The objective of the Community Facilities (CF) direct loan, guaranteed loan, and grant programs
isto provide loan or grant funds for the development of essential community facilities for public
usein rural communities. Funds may be used to construct, enlarge, extend, or otherwise improve
essential community facilities providing essential services primarily to rural residents and rural
businesses. Funds are made available to public bodies, non-profit organizations, and federally
recognized Indian tribes that are providing essential services to rural communities when
financing is not available from their own resources or from commercial credit at reasonable rates
and terms.

. PROGRAM PROCEDURES

These programs are administered at the headquarters level by the United States Department of
Agriculture (USDA) Rural Housing and Community Facilities Programs and in the field by
USDA Rural Development field offices. Funds are made available directly to local
governments, non-profit organizations, and Indian tribal organizations in the form of direct
loans, guaranteed loans, and grants. Funds are used for the development of essential community
facilitiesin rural areas and towns of up to 20,000 population.

An essential community facility is one that: (a) supports a function customarily provided by a
local unit of government; (b) is a public improvement needed for orderly development of arural
community; (c) does not include private affairs, commercial, or business undertakings (except
for limited authority for industrial parks); (d) is operated on a non-profit basis; and (e) iswithin
the area of jurisdiction or operation for the public bodies eligible to receive assistance or a
similar local rural service area of a not-for-profit organization owning and operating an essential
community facility. A community may be asmall city or town, county, or multi-county area
depending on the type of essential community facility.

Guaranteed L oans

The purpose of the CF guaranteed |oan program isto improve, develop, or finance essential
community facilitiesin rural areas. This purpose is achieved through bolstering the existing
private credit structure through the guarantee of quality loans that will provide lasting
community benefits. Guaranteed loans are loans made and serviced by alender and guaranteed
by Rural Development. The processing of the loan and ensuring that the requirements placed on
the borrower are met are the lender’ s responsibility.
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CF Grants

Grant funds may be used to assist in the development of essential community facilities for health
care, public safety, and community and public servicesin rural areas. Grants are targeted to the
neediest communities that meet population criteriafor loans and have a median household
income below the higher of the poverty line or the eligible percentage (60, 70, 80, or 90 percent)
of the State non-metropolitan median household income. The amount of CF grant funds
provided for afacility may not exceed 75 percent of the cost of developing the facility.

Administration

RHS authorizes, monitors, and provides funding for administration of CF loans and grants. The
USDA Rural Development State, local, district, and area offices monitor and evaluate the
progress of the CF programs.

Certification

Eligibility for CF direct and guaranteed loan and grant assistance is based on: (a) the type of
organization applying for the loan (public body, non-profit organization, or federally recognized
Indian tribe); (b) whether the applicant can demonstrate that it is unable to finance the proposed
project from its own resources or from commercial credit at reasonable rates and terms; ()
whether the applicant has authority to develop, own, and operate the proposed facility; and (d)
whether the applicant can legally borrow money and make payments on debts obligated. Inthe
case of CF grants, there are additional requirements based on the median household income of
the community.

Assessing Need

Applicants must have the legal authority to borrow and repay loans, pledge security for loans,
and construct, operate, and maintain the facility. They must also be financially sound and able to
organize and manage the facility effectively. Repayment of the loan must be based on tax
assessments, revenues, fees, or other sources of money sufficient for operation and maintenance
of reserves and debt retirement. The amount of CF grant assistance must be the minimum
amount sufficient for feasibility purposes, which will provide for facility operation and
maintenance, reasonabl e reserves, and debt repayment. The applicant’ s excess funds must be
used to supplement eligible project costs.
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Sour ce of Gover ning Requirements

The program is authorized under the Consolidated Farm and Rural Development Act of 1972
(7 USC 1926).

Implementing regulations are:

CF Direct Loans 7 CFR part 1942, subpart A
CF Fireand Rescue Loans 7 CFR part 1942, subpart C
CF Guaranteed Loans 7 CFR part 3575, subpart A
CF Grant Programs 7 CFR part 3570, subpart B.

Availability of Other Program Information

Program regulations, administrative notices, and other program literature can be found on the
USDA web site at http://www.rurdev.usda.gov/regs.

1. COMPLIANCE REQUIREMENTSAND SUGGESTED AUDIT PROCEDURES

In developing the audit proceduresto test compliance with the requirementsfor a Federal
program, the auditor should first look to Part 2, Matrix of Compliance Requirements, to
identify which of the 14 types of compliance requirementsdescribed in Part 3are
applicable and then look to Parts 3 and 4 for the details of the requirements.

A. Activities Allowed or Unallowed

1. Activities Allowed - Funds may be used to construct, enlarge, extend, or otherwise
improve essential community facilities providing essential services primarily to
rural residents and rural businesses. Examples of essential community facilities
arefire, rescue, and public safety facilities; health services facilities; facilities
providing community, social, or cultural services; transportation facilities such as
streets, roads, and bridges; hydroelectric generating facilities; and recreation
facilities (guaranteed loans only). Funds are used to pay reasonable fees and costs
associated with the loan, interest on loans for up to two years, and the costs of
acquiring interest in land and rights. Under certain circumstances, funds may also
be used to purchase or lease equipment, pay initial operating expenses, refinance
debts, and pay obligations for construction incurred before issuance of conditional
commitment. The projects (including costs) are described in a project summary
prepared by USDA Rural Development (7 CFR sections 1942.17(d), 3575.24, and
3570.61(b)).

2. Activities Unallowed - Loan funds may not be used to finance: (@) on-site utility
systems or businesses; (b) industrial buildingsin connection with industrial parks;
(c) community antennatelevision services; (d) electric generation except for
hydroelectric or transmission facilities and tel ephone systems; (e) facilities which
are not modest in size, design, or cost; and (f) loan or grant finder’ sfee (7 CFR
sections 1942.17(d)(2) and 3575.25).
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L.

Reporting Requirements
1 Financial Reporting
a SF-269, Financial Status Report - Not Applicable
b. SF-270, Request for Advance or Reimbursement - Not Applicable

C. SF-271 - Outlay Report and Request for Reimbursement for Construction
Programs - Not Applicable

d. SF-272 - Federal Cash Transactions Report - Not Applicable

e RD 442-2, Satement of Budget, Income, and Equity (OMB No. 0575-
0015) - Thisreport covers financial operations relating to the borrower’s
CF project.

f. RD 442-3, Balance Sheet (OMB No. 0575-0015) - This report presents the
financia status of the borrower’s CF project.

2. Performance Reporting - Not Applicable
3. Special Reporting - Not Applicable
OTHER INFORMATION

Interim Financing

After USDA has made a commitment on the loan, the borrower may obtain interim
financing from commercial sources (e.g., a bank loan) during the construction period

(7 CFR section 1942.17(n)(3)). Expenditures from these commercial loans which will be
repaid from a CF loan should be considered Federal awards expended, included in
determining Type A programs, and reported in the Schedule of Expenditures of Federal
Awards.

Years after Project Completion

In years after the program funds are expended and construction is completed, and the
only ongoing financial activity of the program is the payment of principal and interest on
outstanding balances, the prior loan (including loan guarantees) balances are not
considered to have continuing compliance requirements under OMB Circular A-133

§ .205(d). Prior loansthat do not have continuing compliance requirements other than

to repay the loans are not considered Federal awards expended and, therefore, are not
required to be audited under OMB Circular A-133.
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However, this does not relieve the non-Federal entity of its obligation to file financial
reports (which are not required to be audited) or otherwise comply with program
requirements (e.g., maintaining insurance, depositing funds in federally insured banks,
obtaining prior approval for sales of the facility).
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DEPARTMENT OF COMMERCE

CFDA 11.300  GRANTSFOR PUBLIC WORKSAND ECONOMIC DEVELOPMENT
FACILITIES
CFDA 11.307 ECONOMIC ADJUSTMENT ASSISTANCE

l. PROGRAM OBJECTIVES

The Economic Development Administration (EDA) awards grants through its Public Works and
Economic Development (Public Works) program to assist the Nation’s most distressed
communities: (1) revitalize and expand their physical and economic infrastructure and

(2) provide support for the creation or retention of jobs for area residents by helping eligible
recipients with their efforts to promote the economic development of their local economies. The
primary goal of these awardsis the creation of new, or the retention of existing, long-term
private sector job opportunitiesin communities experiencing significant economic distress as
evidenced by high unemployment, underemployment, low per capitaincome, outmigration, or a
special need arising from actual or threatened severe unemployment or severe changesin local
economic conditions. Public Works grants may include construction and related activities, such
as acquisition, design and engineering, and related machinery and equipment.

The objective of EDA’s Economic Adjustment Assistance program is to address the needs of
communities experiencing adverse economic changes that may occur suddenly or over time,
including, but not limited to, those caused by military base closures or realignments, depletion of
natural resources, Presidentially-declared disasters or emergencies, or international trade.
Economic Adjustment Assistance awards may be used to devel op a comprehensive economic
development strategy (CEDS) or other strategy to alleviate long-term economic deterioration or a
sudden and severe economic dislocation, or to fund a project implementing that CEDS or other
strategy, including grants for construction and grants for Revolving Loan Funds (RLFs). EDA
grants to capitalize or recapitalize RLFs are most commonly used for business lending, but may
also fund public infrastructure or other authorized purposes involving lending.

1. PROGRAM PROCEDURES

A recipient of a Public Works or Economic Adjustment Assistance grant is required to provide a
matching share. The required matching share varies on a grant-by-grant basis and is set forth in
the grant award. Prior to EDA approving the matching share, the recipient must demonstrate to
EDA'’ s satisfaction that the matching share is committed to the project, avail able as needed, and
not conditioned or encumbered in any way that would preclude its use consistent with the
requirements of the grant award (42 USC 3144-3146; 13 CFR sections 300.3 and 301.5).

Section 302 (42 USC 3162) of the Public Works and Economic Development Act of 1965, as
amended (PWEDA, 42 USC 3121 et seq.), sets forth a CEDS requirement for Public Works and
Economic Adjustment Assistance grants, except for planning projects (i.e., strategy grants) under
the Economic Adjustment Assistance program.

RLF recipients must manage RLFs in accordance with an RLF Plan approved by EDA. The
RLF Plan must be approved by the RLF recipient’s governing board prior to theinitial
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disbursement of EDA funds. RLF recipients are responsible for ensuring that borrowers are
aware of and comply with applicable Federal statutory and regulatory requirements.

Sour ce of Gover ning Requirements

The programs are authorized by PWEDA, as amended by the Economic Devel opment
Administration Reauthorization Act of 2004 (Pub. L. No. 108-373). All section citations
contained herein refer to EDA’ sregulations as codified at 13 CFR Chapter 111.

Availability of Other Program Information

Other program information is available on the Internet at http://www.eda.gov.

1. COMPLIANCE REQUIREMENTS

In developing the audit proceduresto test compliance with the requirementsfor a Federal
program, the auditor should first look to Part 2, Matrix of Compliance Requirements, to
identify which of the 14 types of compliance requirementsdescribed in Part 3are
applicable and then look to Parts 3 and 4 for the details of the requirements.

A. Activities Allowed or Unallowed
1. Activities Allowed

The grant budget and grant agreement will specify the purpose or use of funds
which include the following:

a Construction grants can be made for the acquisition or devel opment of
land and improvements for use for a public works, public service, or
development facility. Construction grants can aso be made for the
acquisition, design and engineering, construction, rehabilitation, alteration,
expansion, or improvement of such afacility, including related machinery
and equipment (42 USC 3141; 42 USC 3149; and 13 CFR sections
305.2(a) and 307.3).

b. RLF grants may be made for the establishment or recapitalization of an
RLF, usually for business development, but RLF grants may also fund
public infrastructure or other authorized purposes involving lending
(42 USC 3149; and 13 CFR section 307.7).

C. Other activities that can be funded under the Economic Adjustment
Assistance program (in addition to grants for construction and RLFs) are
grants for CEDS (or other strategy) development and grants for CEDS (or
other strategy) implementation, which include market or industry research
and analysis, technical assistance, public services, training, and other
activities asjustified by the strategy which meet applicable statutory and
regulatory requirements (42 USC 3149; and 13 CFR section 307.3).
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d. A recipient of a Public Works grant may directly expend the grant funds
or, with prior EDA approval, may redistribute such grant assistance in the
form of a subgrant to another eigible recipient to fund required
components of the scope of work approved for the project (42 USC 3154c;
13 CFR section 309.1).

e A recipient of an Economic Adjustment Assistance grant may directly
expend the grant funds or, with prior EDA approval, may redistribute such
grant assistance in the form of (i) a subgrant to another eligible recipient
that qualifies for an Economic Adjustment Assistance award or (ii) aloan
or other appropriate assistance to non-profit and private for-profit entities
(42 USC 3154c; 13 CFR section 309.2).

2. Activities Unall owed

RLF capital (as defined in 13 CFR section 307.8) may not be used to:

a Acquire an equity position in aprivate business (13 CFR section
307.17(b)(2)).

b. Subsidize interest payments on an existing RLF loan (13 CFR section
307.17(b)(2)).

C. Provide the equity contribution required of borrowers under other Federal

loan programs (13 CFR section 307.17(b)(3)).

d. Enable an RLF borrower to acquire an interest in a business unlessthereis
a sufficient justification and documentation showing the need for RLF
financing (13 CFR section 307.17(b)(4)).

e Provide RLF loansto a borrower for the purpose of investing in
interest-bearing accounts or other investments not related to the RLF
(13 CFR section 307.17(b)(5)).

f. Refinance existing debt unless (i) the RLF recipient sufficiently
demonstrates in the loan documentation a“ sound economic justification”
for the refinancing (e.g., the refinancing will support additional capital
investment intended to increase business activities); for this purpose,
reducing the risk of loss to an existing lender(s) or lowering the cost of
financing to a borrower shall not, without other indicia, constitute a
“sound economic justification”; or (ii) RLF capital will finance the
purchase of the rights of aprior lien holder during a foreclosure action
which is necessary to preclude a significant loss on an RLF loan
(13 CFR section 307.17(b)(6)).
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C. Cash Management

1. Unless otherwise specified in a special award condition, the method of payment
for an award for an infrastructure construction project is generally through
reimbursement (using Form ED-113, Outlay Report and Request for
Reimbursement for Construction Programs) for costs incurred. Prior to
disbursing grant funds for an infrastructure construction project, EDA also must
receive an invoice from the recipient. EDA may approve the disbursement of
funds prior to the tender of all construction contracts if the recipient can
demonstrate that a severe hardship will result without such approval
(13 CFR section 305.9(b)).

2. Grant funds also are made available to RLF recipients on areimbursement basis
(when an obligation isincurred by the RLF recipient at the time of loan approval
and loan announcement). An RLF recipient must request a disbursement only to
close aloan or disburse RLF fundsto a borrower (i.e., when the intent isto
disburse the funds within fourteen (14) days of receipt). The RLF recipient must
disburse the grant funds to a borrower within thirty (30) days of receipt of the
funds. Any grant funds not disbursed within the thirty (30) day period must be
returned to EDA. An RLF recipient is required to submit awritten request for
continued use of grant funds beyond a missed disbursement deadline. The
amount of disbursed grant funds cannot exceed the difference, if any, between the
RLF capital and the amount of a new loan, less the amount, if any, of the
matching share required to be disbursed concurrent with the grant funds.
However, RLF income held to cover eligible administrative expenses need not be
disbursed in order to draw additional grant funds (13 CFR section 307.11).

D. Davis-Bacon Act

All laborers and mechanics employed by contractors or subcontractors on construction
projects receiving EDA grant assistance shall be paid at rates not less than those
prevailing on similar construction in the locality, as determined by the Secretary of Labor
in accordance with subchapter 1V of chapter 31 of title 40, United States Code (42 USC
3212; 13 CFR section 302.13).

F. Equipment and Real Property Management

Except as otherwise authorized by EDA, property acquired or improved with EDA grant
assistance cannot be used to secure a mortgage or deed of trust or in any way
collateralized or otherwise encumbered. An encumbrance includes but is not limited to
easements, rights-of-way or other restrictions on the use of any property. (13 CFR
section 314.6(a)).
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G. Matching, Level of Effort, Earmarking

1 Matching

The required matching share varies on a grant-by-grant basis and is set forth in the
grant award (42 USC 3144-3146; 13 CFR sections 300.3 and 301.5).

2. Level of Effort - Not Applicable

3. Earmarking - Not Applicable

L. Reporting

1 Financial Reporting

a

b.

d.

SF-269, Financial Status Report - Applicable
SF-270, Request for Advance or Reimbursement - Applicable

SF-271, Outlay Report and Request for Reimbursement for Construction
Programs (ED-113) (OMB No. 0610-0096), which contains substantially
the same information that is used in lieu of the SF-271.

SF-272, Federal Cash Transactions Report - Applicable

2. Performance Reporting - Not Applicable

3. Special Reporting

a

ED-209S, Semi-Annual Report for EDA-Funded RLF Grants and
ED-209A, Annual Report for EDA-Funded RLF Grants (OMB No. 0610-
0095) — All RLF recipients are required to submit Form ED-209S for the
periods ending March 31and September 30, unless EDA has approved the
substitution of an annual Form ED-209A (covering the period ending
September 30) upon the written request of the RLF recipient (13 CFR
section 307.14(a)).

Key Line Items - The following line items contain critical information:

ED-209S ED-209A

Q) Linel-A-6 Line C-16 Total Active Loans

(2 Linelll-C-14 Line A-6 Current Level or RLF Base
Capital

3 Linelll-D-20 NA Current Balance Available as
a Percent of Base Capital
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4 NA LineA-11 RLF Capital Utilization Rate

(5) LineV-C-9 NA Amount of RLF Income
Earned in the most recent 12-
month period

(6) LineV-C-11 NA Percentage of RLF Income
used for Administrative Costs

b. ED-209I, RLF Income and Expense Statement (OMB No. 0610-0095) —
RLF recipients electing to use either 50 percent or more (or more than
$100,000) of RLF incometo cover al or part of an RLF' s administrative
expenses must submit annually a completed Form ED-209I (13 CFR
section 307.14(c)) (seedaso I11.N.1., “Increases to RLF Capital Base”).

Key Line Items - The following line items contain critical information:
(D) RLF Income

(2 Expenses Charged to RLF Income (2.a through 2.1)

3 Total Expenses (sum of 2.a through 2.1)

4 Net RLF Income (1 minus 3)

5) Cumulative Net RLF Income

(6) Expenses as % of RLF Income (3/1)

@) For the current 12-month period, provide an estimate of projected
RLF Income and the percentage expected to be used for RLF
administrative expenses.

N. Special Testsand Provisions
1. Increasesto RLF Capital Base

Compliance Requirements - RLF income includes all interest earned on outstanding
loan principal, interest earned on accounts holding idle RLF funds, loan fees and other
loan-related earnings. RLF income does not include repayment of RLF loan principal
and any interest remitted to the U.S. Treasury pursuant to a sequestration of excess funds.
When an RLF recipient receives proceeds on a defaulted RLF loan, such proceeds shall
be applied in the following order of priority: (1) first, towards any costs of collection;

(2) second, towards outstanding penalties and fees; (3) third, towards any accrued interest
to the extent due and payable; and (4) fourth, towards any outstanding principal balance
(13 CFR sections 307.8 and 307.12(c)).
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RLF income may fund administrative expenses, provided the following conditions are
met: (1) the RLF income and the administrative expense are earned in the same 12-month
reporting period; (2) RLF income that is not used for administrative expenses during the
12-month reporting period must be added to the RLF capital base and made available for
lending activities; (3) RLF income cannot be withdrawn from the RLF capital basein a
subsequent reporting period for any use other than lending without the prior written
consent of EDA; and (4) the recipient completes an RLF Income and Expense Statement
(13 CFR section 307.12(a)).

RLF capital includes the aggregate amount of cash held by the RLF recipient from any of
the following sources: grant funds, matching share, repayment of principal from RLF
loans, and RLF income. Generally, RLF capital must be used for the purpose of making
RLF loans that are consistent with an RLF Plan or other purposes approved by EDA

(13 CFR sections 307.8 and 307.17(a)).

Audit Objective - Determine whether (1) all the conditions for RLF income to be used to
fund administrative expenses were satisfied; (2) RLF income not used for administrative
expenses was added to the RLF capital base for lending activities; and (3) repayments of
principal on RLF loans were placed in the RLF capital base for re-lending.

Suggested Audit Procedures

a Verify that the amounts recorded in the financial records include RLF income and
repayments of principal on RLF loans.

b. Ascertain if RLF income not used for administrative expenses was added to the
RLF capital base.

C. Ascertain if repayments of principal on RLF loans were placed into the RLF
capital base.

2. L oan Requirements

Compliance Requirements - The following requirements apply to RLF loans:

a RLFs must operate in accordance with generally accepted accounting principles
(GAAP). Within sixty (60) days prior to the initial disbursement of EDA funds,
an independent accountant familiar with the RLF recipient’s accounting system
must certify to EDA and the RLF recipient that such system is adequate to
identify, safeguard and account for all RLF capital, outstanding RLF loans and
other RLF operations (13 CFR sections 307.15(a) and (b)).
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Prior to the disbursement of any EDA funds, the RLF recipient must certify that
standard RLF loan documents necessary or advisable for lending are in place and
that these documents have been reviewed by its legal counsel for adequacy and
compliance with the terms and conditions of the grant and applicable State and
local law. The standard loan documents include, at a minimum, the (1) loan
application, (2) loan agreement, (3) promissory note, (4) security agreement(s),
(5) deed of trust or mortgage (if applicable), (6) agreement of prior lien holder (if
applicable), and (7) guaranty agreement (for officers or owners of corporate
borrowers, if applicable) (13 CFR section 307.15(b)(2)).

An RLF recipient must make loans to implement and assist economic activity
only within its EDA-approved lending area, as defined in the special terms and
conditions of the grant award and the RLF Plan (13 CFR section 307.18).

Unless otherwise provided in the grant agreement or modified in writing by EDA,
aborrower is not eligible for RLF financing if credit is otherwise available on
terms and conditions that permit the completion or successful operation of the
activity to be financed. The RLF recipient isresponsible for determining that
each borrower meets this requirement and for documenting the basis for its
determination in the loan documents for each RLF loan (13 CFR section
307.17(c)).

Audit Objective - Determine whether (1) the required standard loan documents were
completed for the RLF loans; (2) an independent accountant certified to EDA and to the
RLF recipient that the accounting system is adequate to identify, safeguard and account
for al RLF operations; (3) the financed activity islocated in an EDA-approved lending
area; and (4) there isloan documentation to support that credit was not otherwise
available to the borrower.

Suggested Audit Procedures

Test asample of RLF loan files and ascertain if:

a

b.

The standard |oan documents were properly completed.
The financed activity islocated in an EDA-approved lending area.

The RLF recipient documents in the RLF loan file that credit was not otherwise
available to the borrower.

Addition of Lending Areas, Merger of RLFs

An RLF recipient may add an additional lending areato its existing lending area
to create a new lending area only with EDA’s prior written approval and subject
to the following conditions: (1) EDA has disbursed the full amount of the award
to the RLF recipient; (2) the additional lending area must fulfill the economic
distress criteriafor Economic Adjustment Assistance grants; (3) prior to EDA’s
disbursement of additional funds to the RLF recipient, EDA determines a new
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grant rate for the new lending area; (4) the RLF recipient shows that the additional
lending areais consistent with its CEDS, or modifies its CEDS for any additional
lending area; (5) the RLF recipient modifiesits RLF Plan to incorporate the
additional lending area and revises its lending strategy; and (6) the RLF recipient
fulfills any other conditions reasonably requested by EDA (42 USC 3149; and

13 CFR section 307.18(a)).

b. EDA may provide written approval for asingle RLF recipient to mergeits RLFs,
provided the following conditions are satisfied: (1) it meets the requirements to
obtain annual report status; (2) it demonstrates arational basis for undertaking the
merger and the borrower criteriaidentified in the different RLF Plans are
compatible, or will be compatible, for all RLFs to be consolidated; (3) it amends
and consolidates its RLF Plan to account for the merger of RLFs; (4) it fulfillsany
other conditions reasonably requested by EDA; and (5) prior to EDA’s
disbursement of additional funds, EDA determines a new grant rate for the new
lending area (42 USC 3149; and 13 CFR section 307.18(b)(1)).

C. EDA may provide written approval for multiple RLF recipients to merge their
RLFs, provided the following conditions are satisfied: (1) the surviving RLF
recipient meets the requirements to obtain annual report status; (2) the surviving
RLF recipient amends and consolidates its RLF Plan to account for the merger of
RLFs; (3) prior to EDA’s disbursement of additional funds to the surviving RLF
recipient, EDA determines a new grant rate for the new lending area; (4) EDA
provides written approval of the merger agreement(s), modifications and revisions
to the RLF Plans; (5) all applicable RLF grant assets of the discharging RLF
recipient(s) transfer to the surviving RLF recipient as of the merger’s effective
date; and (6) the surviving RLF recipient becomes fully responsible for
administration of the RLF grant assets transferred and fulfills all surviving RLF
grant requirements and any other conditions reasonably requested by EDA
(42 USC 3149; and 13 CFR section 307.18(b)(2)).

Audit Objectives - Determine whether (1) EDA has provided prior written approval to
an RLF recipient, permitting it to (a) create a new lending area or (b) merge two or more
of its EDA-funded RLFs into one surviving RLF; (2) the applicable preconditions have
been fulfilled; and (3) EDA has provided prior written approval to two or more RLF
recipients to consolidate their EDA-funded RLFs into one surviving RLF.

Suggested Audit Procedures

a. Verify that the RLF recipient has evidence of EDA’s prior written approval for the
creation of anew lending area or the merger of RLFs.

b. Ascertainif the RLF recipient has modified its CEDS to account for an additional
lending area, if necessary.

c. Ascertain if the RLF recipient has amended and/or consolidated, as necessary, its
RLF Plan to account for anew lending area or merger of RLFs.
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4. RLF Loan Portfolio Sales and Securitizations

With prior approval from EDA, an RLF recipient may enter into a sale or a securitization
of al or aportion of its RLF loan portfolio, provided it: (1) uses all the proceeds of any
sale or a securitization to make additional RLF loans; and (2) requests EDA to
subordinate itsinterest in al or a portion of any RLF loan portfolio sold or securitized (42
USC 3149; and 13 CFR section 307.19).

Audit Objectives—In the event an RLF recipient has sold or securitized RLF loans,
verify whether it (1) requested EDA’ s prior approval and (2) used all the proceeds from
the sale or securitization to make additional RLF loans.

Suggested Audit Procedures

a. Verify that the RLF recipient has awritten record demonstrating EDA’ s approval to
sell or securitize all or a portion of its RLF loan portfolio.

b. Ascertainthat all the proceeds from the sale or securitization (net of reasonable
transactions costs) were used to make additional RLF loans.

V. OTHERINFORMATION

For an RLF grant under the Economic Adjustment Assistance program, the cal culation of
Federal awards expended for determining when an audit is required under OMB Circular
A-133 and determining Type A programs shall consider the following:

1 Balance of RLF loans outstanding at the end of the fiscal year, plus
2. Cash and investment balance in the RLF at the end of the fiscal year, plus
3. Administrative expenses paid out of RLF income during the fiscal year.

Only the Federal share (which excludes the matching share) of the RLF shall be used in
this determination. The Federa share of arecipient’'s RLF is calculated as follows: [(sum
of all EDA dollarsfrom all of the grantee’s RLF awards) <+ (sum of all project dollars for
all of the grantee’' s RLF awards)] X recipient’'s RLF capital base. If thisfigure exceeds
the OMB Circular A-133 audit threshold, or if this figure when accumulated with
expenditures under other federal awards or programs exceeds that threshold, the recipient
must have an audit conducted in accordance with OMB Circular A-133 requirements.
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DEPARTMENT OF COMMERCE

CFDA 11555 PUBLIC SAFETY INTEROPERABLE COMMUNICATIONS GRANT
PROGRAM

l. PROGRAM OBJECTIVES

The Public Safety Interoperable Communications (PSIC) Grant Program is a one-time formula-
based, 3-year matching grant program intended to enhance interoperable communications for
voice, data, and/or video signals. This program provides public safety agencies with the
opportunity to achieve meaningful and measurable improvements to the state of public safety
communications interoperability through the full and efficient use of all telecommunications
resources.

. PROGRAM PROCEDURES

Section 3006 of the Deficit Reduction Act of 2005 (Pub. L. No. 109-171), as amended by
Section 2201 of Pub. L. No. 110-53 and Section 4 of the Call Home Act of 2006,

Pub. L. No. 109-459, directed the National Telecommunications and Information Administration
(NTIA), in consultation with the Department of Homeland Security (DHS), to establish and
implement a grant program to assist public safety agencies in the planning and coordination
associated with, the acquisition of, deployment of, or training for the use of interoperable
communications systems that:

= utilize reallocated public safety spectrum for radio communications,

= enable interoperability with communications systems that can utilize reallocated public
safety spectrum for radio communication; or

= otherwise improve or advance the interoperability of public safety communications
systems that utilize other public safety spectrum bands.

States and Territories are required to submit an Investment Justification (1J) for each proposed
PSIC Investment (project). Up to 10 Investment Justifications will be accepted per State or
Territory. A portfolio review of each State' s or Territory’s Investment Justifications will include
a statewide Investment summary, which will include the following:

=  Summary of PSIC Investments;

=  Summary of how the Investments collectively relate to the statewide strategy/plan—the
Statewide Communications Interoperability Plan (SCIP);

= Description of the process used to identify, prioritize, and select Investments included in
the Investment Justification; and

= Description of the stakeholdersinvolved in the evaluation and selection of proposals.
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These Investments should strongly align with the goals and gaps set forth in the SCIP and the
PSIC criteria. The statewide Investment summary of a State’s or Territory’s |Js must
cumulatively account for the total amount of PSIC funding allocated to the State or Territory, not
including any funds (up to 5 percent) already dedicated to statewide planning efforts. Each 1J
must be a separate and unique project from any efforts currently under way. For example, a
State may use its funding to support an existing statewide communications system; however, this
funding must be a unique component of this system that does not receive funding from another
federal grant program.

The Department of Commerce, through the NTIA, is authorized to make grants only through the
end of fiscal year 2010. The PSIC grant has been awarded to the 50 States, the District of
Columbia, Puerto Rico, American Samoa, Guam, the Commonwealth of the Northern Mariana
Islands, and the U.S. Virgin Islands. The Governor of each State and Territory has designated a
State Administrative Agency (SAA), which applied for and administers the funds under the PSIC
Grant Program. A recipient must be a public safety agency that is a State, local, or tribal
government entity or nongovernmental organization authorized by such entity, whose sole or
principal purposeisto protect safety of life, health, or property (Pub. L. No. 109-171, Section
3006(d)(1), 120 Stat. at 24).

The PSIC Grant Program period of performance began on October 1, 2007 and continues until
September 30, 2010. A specia condition has been placed on each grant award indicating that the
applicant cannot drawdown, obligate, or expend Federal funds until approval of the SCIP and

|Js. From the period between October 1, 2007 and the approval in early 2008, applicants can (at
their own risk) incur matching costs associated with the acquisition, deployment, and
management and administration (M& A) of the interoperability project. Applicants should not
obligate federal dollars prior to NTIA approval of the Investment.

The PSIC Grant Program encourages the devel opment and implementation of voluntary
consensus standards for interoperable communications to the greatest extent possible. Public
safety agencies may also use PSIC funds for interim- or long term Internet Protocol-based
interoperable solutions. (Pub. L. No. 110-53, Section 2201(a)(2), 121 Stat. 537).

Sour ce of Gover ning Requirements

The PSIC Grant Program is authorized by Section 3006 of the Deficit Reduction Act of 2005,
Pub. L. No. 109-171, as amended by Section 2201 of Pub. L. No. 110-53, and Section 4 of the
Call Home Act of 2006, Pub. L. No. 109-459.

Availability of Other Program Information

Other program information is available on the Internet at http://www.ntia.doc.gov/psic.

1. COMPLIANCE REQUIREMENTS

In developing the audit proceduresto test compliance with the requirementsfor a Federal
program, the auditor should first look to Part 2, Matrix of Compliance Requirements, to
identify which of the 14 types of compliance requirementsdescribed in Part 3are
applicable and then look to Parts 3 and 4 for the details of the requirements.
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A. Activities Allowed or Unallowed
Funds may be used for the following activities:

1 Planning and coordination associated with the use of interoperable
communications equipment, software and systems.

2. Acquisition of interoperable communications equipment, software and
systems. Acquisition activities may also include technical and financial
planning, as well as procurement and system design activities.

3. Deployment costs of interoperable communications equipment, software
and systems. Deployment activities may also include the devel opment of
deployment procedures for use and the establishment of service level
agreements for its use.

4, Training for the use of interoperable communications equipment,
software, and systems, both technical and operational (Pub. L. No. 109-
171, Section 3006(a)(1), as amended by Section 2201 of Pub. L. No. 110-
53,