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WHY T'HE REVIEW WAS MADE

On April 30, 1962, the President transmitted to the Congress a report entitled
“Government Contracting for Research and Development." Subsequently extensive hear-
ings were held by the House Government Operations Committee. The subject was and
continues to be highly important.

Research and development expenditures in 1962 totaled $10.3 billion; 80 percent was
administered through non-Federal Government organizations. For 1969 the total is
estimated to be $17.3 billion; the ratio expended by non-Federal and Federal organi-
zations is about the same.

GAQ has reviewed one of the more difficult and controversial elements in the 1962
report: the purpose, amount, and use of the "fee" or management allowance provided
for sponsored, nonprofit organizations. Total expenditures for fees--to the extent
of about $9 million annually--is less important than tne question: have the purpose
of the fee and the 13962 guidelines been carried out?

FINDINGS AND CONCLUSIONS

GAO concluded that the purpose established for the fee in 1962 has not been accom-
plished satisfactorily and the fee has not been administered in accordance with the
1962 guidelines.

GAO found that the allowances paid to nonprofit organizations and the bases used for
determining those allowances varied significantly among Government agencies. In
some they were being accumulated to permit diversification into new fields. Allow-
ances were not being used to an appreciable degree to conduct independent research.
(See pp. 21 to 44.)

Tne issue of the purpose, amount, and use of the fee, in GAO's opinion, is a major
one--although only one of several--in defining the appropriate role of the
Government-sponsored nonprofit organizations.

GAO noted, for example, that no action has been taken with respect to one important
recommendation in the 1962 Presidential report: that consideration be given to the
establisnment of Government "Institutes." The proposal envisioned that these in-
stitutes, although subject to the supervision of a Cabinet officer or agency head,
would be "a separate corporate entity directly managed by its own board of regents"
and would “"enjoy a considerable degree of independence in the conduct of its inter-
nal affairs."” The objective would be to provide for in-house research and develop-
ment programs and needed flexibility while retaining "effective public accountabil-
ity and control." (See p. 59.)

nCOMMENDATIONS OR SUGGESTIONS

GAO suggested in its draft report sent to various Government agencies and to the 15
nonprofit organizations for comment that Government-wide guidelines as to the amount
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and usage of fees be established (see p. 45) and that the establishment of Govern-
ment “Institutes” to administer certain research and development programs be con-
sidered (see p. 59).

AGENCY AND CONTRACTOR RESPONSES

Many agencies agreed that there was a need for Government-wide guidelines concerning
management allowances for sponsored nonprofit organizations. Some agencies and con-
tractors did not agree. (See pp. 47 to 58.) Most of the agencies felt that consid-
eration of the establishment of Government "Institutes" was warranted. Contractors
in general did not comment on this. (See p. 59.)

ISSUES FOR FURTHER CONSIDERATION

In the 7 years since the executive branch policies on contracting for research and
development were established, there have been major advances in the capability, as
well as increases in the number, of educational, sponsored nonprofit, and industrial
organizations to perform such work. At the same time, Federal Government capabili-
ties have likewise increased through improvement in salaries and implementation of
other steps envisioned in the 1962 report.

In view of these changes and the importance of the subject of the proper role of
Government-sponsored nonprofit organizations, GAQ believes that a Presidential-
directed interagency or commission study is warranted. As an alternative, GAO rec-
ommends :

--That the Bureau of the Budget prescribe Government-wide guidance to agencies in
establishing and contracting with sponsored nonprofit organizations, designed to
enable Government agencies to achieve a balance between the flexibility needed
by the organization to perform capably and the amount of Government supervision
required. The guidelines should limit the management allowance to the amount
needed to enable the organizations to accumulate a reserve to provide operational
stability during temporary reductions in contract work and to pay prudent busi-
ness expenses not otherwise reimbursable.

--That the Bureau of the Budget and the Civil Service Commission conduct a
follow-on study to consider what types of organizations could best assist the
Government in fulfilling its research and development missions, including con-
sideration as to the desirability and feasibility of establishing Government
"Institutes.”

LEGISLATIVE PROPOSALS

None.
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W VIEW WAS MADE

i April 30, 1902, the President transmitted to the Congress a report entitled
‘bovernment Contracting for Research and Uevelopment." Subsequently extensive hear-
ings were held by the House Government Operations Committee. The subject was and
cantinues to be highly important.

Research and development expenditures in 1962 totaled 310.3 billion; 80 percent was
administered through non-Federal Government organizations. For 1962 the total is
estimated to be 517.3 billion; the ratio expended by non-fFederal and Federal organi-
zations is about Lthe same.

GAD has reviewed one of the more difficult and controversial elements in the 1962
report: the purpose, amount, and use of the “fee" or menagement allowance provided
for sponsored, nonprofit organizations. Total expenditures for fees--to the extent
of about 39 million annually--is less important than the question: have the purpose
of the fee and the 1962 auidelines been carried out?

been accom-

GAQ concluded that the purpose established for the fee in 1962 has not
rdance with the

plished satisfactorily and the fee has not been administered in acco
1962 guidelines.

440 found that the allowances paid to nonprofit organizations and the bases used for
etermining those allowances varied significantly among Government agencies In
ome they were being accumulated to permit diversification into new tields Allow-
ices were not being used to an appreciable degree te conduct indepencent res@arch.
(See pp. 21 to 44, )
Ing issue of the purpose, amount, and use of the fee, in GAQ's opinion, 1s a major
one--although only one of several--in defining the appropriate rcle of tne
;overnment-sponsored nonprofit organizations.

GAD noted, for example, that no action has been taken with respect to one impurtant
recomnendation in the 1962 Presidential report: that consideration be given to the
pstablishment of Government "Institutes." The proposal envisioned that these in-

stitutes, although subject to the supervision of a Cabinet officer or agency head,

would be "a separate corporate entity directiy managed by its own board of regents"
and would "enjoy a considerable degree of independence in the conduct of its inter-
nal affairs.” The objective would be Lo provide for in-house research and develop-
ient programs and needed flexibility while retaining "effective public accountabil-

ity and control.” ({See p. 59.)

HRATIONS QR SUCSESTIONS

AD suggested in its draft report sent to varicus Government agenciecs and ic the 15
nonprofit organizations for comment that Government-wide guidelines as to ihe amount




and usage of fees be established (see p. 45) and that the establishment of Govern-
ment "Institutes" to administer certain research and development programs be con-
sidered (see p. 59).

AGENCY AND CONTRACTOR RESPONSES

Many agencies agreed that there was a need for Government-wide guidelines concerning
management allowances for sponsored nonprofit organizations. Some agencies and con-
tractors did not agree. (See pp. 47 to 58.) Most of the agencies felt that consid-
eration of the establishment of Government "Institutes" was warranted. Contractors
in general did not comment on this. (See p. 59.)

ISSUES FOR FURTHER CONSIDERATION

In the 7 years since the executive branch policies on contracting for research and
development were established, there have been major advances in the capability, as
well as increases in the number, of educational, sponsored nonprofit, and industrial
organizations to perform such work. At the same time, Federal Government capabili-
ties have likewise increased through improvement in salaries and implementation of
other steps envisioned in the 1962 report.

In view of these changes and the importance of the subject of the proper role of
Government-sponsored nonprofit organizations, GAO believes that a Presidential-

directed interagency or commission Study is warranted. As an alternative, GAO rec-
ommends :

--That the Bureau of the Budget prescribe Government-wide guidance to agencies in
establishing and contracting with sponsored nonprofit organizations, designed to
enable Government agencies to achieve a balance between the flexibility needed
by the organization to perform capably and the amount of Government supervision
required. The guidelines should limit the management allowance to the amount
needed to enable the organizations to accumulate a reserve to provide operational

stability during temporary reductions in contract work and to pay prudent busi-
ness expenses not otherwise reimbursable.

--That the Bureau of the Budget and the Civil Service Commission conduct a
follow-on study to consider what types of organizations could best assist the
Government in fulfilling its research and development missions, including con-
sideration as to the desirability and feasibility of establishing Government
“"Institutes."

LEGISLATIVE PROPOSALS

None.




INTRODUCT ION

The General Accounting Office has conducted a survey of the policie-
and practices within the Government pertaining to the peyment of feesl to
nonprofit organirations on contracts awarded for research and development.
'he examination was made pursuant to the Budget and Accounting Act, 1921
(31 U.S.C. 53); the Accounting and Auditing Act of 1950 (31 U.S.C. 67); and
rhe contract clauses prescribed by 10 U.S5.C. 2313(b).

On April 30, 1962, the President transmitted to the Congress a report
entitled "Government Contracting for Research and Development,'" commonly
called the '"Bell Report" after David E. Bell, Chairman of the Presidential
study committee and Director of the Bureau of the Budget. Subsequently ex-
tensive hearings were held by the House Govermment Operations Committee.
'he subject was and continues to be highly important.

Research and development expenditures in 1962 were approximately
$10.3 billion, of which 80 percent was administered through non-Federal
tiovernment organizations., In fiscal year 126Y% the total increased to an
vstimated $17.3 billion, and the ratio expended by non-Federal and Federal
organizations is about the same.

The objective of our survey was to review one o *he more difficult
nd controversial elements in the 1962 report; the purpose, amount and the
nse of the "fee" or management allowance provided for sponsored, non-
profit organizations. The total annual expenditure for fees of approxi-
mately $9 million is less important than the question of whether the pur-
pose of the fees and the guidelines estatlished in 1962 have been carried
T

Our survey was directed primarily toward an examination of the prac-
tices of the Department of Defense (DOD) in contracting with certain spon-
ored nonprofit organizations wnown as Federal Contract Research Centers;

mwever, we also examined into contractual arrangements entered into by

' lier Government agencies with other selected sponsored nonprofit organi-
1ions and by DOD and other Government agencies with three nonprofit in-

ritutions which are independently organized and do not have a Government

jmsor.2 We identified differences in policies and practices and con-
lered justifications for the allowance of fees in each instance.

Our examination was limited to obtaining information on the bases used
+ the determination of the amounts of fees allowed to the various types

1 this report the term ""fee" with respect to nonprofit organizations is
ird synonymously with "general support'" or "management" allowances.

nless specifically identified, the term "nonp ~fit" is used in this re-
't to identify both sponsored and independent organizations. A spon-
red nonprofit organization is defined fir purposes of this report as ons
which a Govermment agency has assumed responsibility for providing
"icient work and revenues to ensure retuntion of acquired capabilities
meet Government needs.,
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of nonprofit organizations and to inquiring into the uses made of fees by
the selected nonprofit organizations. We did not review other aspects of
the operations or management of the nonprofit organizations and did not
look into the efficiency with which the nonprofit organizations carried ou
their rescarch contracts with the Government.

The scope of our survey is described in more detail on page 65. A
list of the nonprofit organizations covered in the survey is included as
appendix I of this report.




HIGHLIGHTS

SIGNIFICANT VARIANCES IN AGENCY
POLICIES ON FEES FOR NONPROFITS

The fees paid to nonprofit organizations and the bases used for the de-
tarmination of such management allowances vary significantly among Govern-
ment agencies. (See p. 21.)

DOD, in December 1966, adopted a weighted guidelines approach for f:ze
negotiations on contracts with sponsored and nonsponsored nonprofit organi-
zations. This approach included a special provision for adjustment in rate
1pplicable to sponsored nonprofit organizations, to recognize their contin-
uing financial support by the sponsoring Department or agency.

Before weighted guidelines were used, the Air Force policy provided
for paying fees to sponsored nonprofit corporations, the negotiations of
which took into consideration the corporations' special status and which
tailored fees to meet the corporations' reasonable needs for independent
research and limited working capital and facilities. This '"needs" policy
was not accepted by all the sponsored organizations, and fees were some-
times based on worth-of-task or other methods.

In the absence of DOD policy prior to the adoption of weighted guide-
lines, the Army, Navy and DOD components apparently based the fees on the
tated needs of the nonprofit organization. We found that there was gener-
ally no statement setting forth the precise basis on which fees had been
negotiated.

In contracts awarded to educational institutions for the operation of
Government facilities, the agencies did not follow uniform practices in the
determination of whether fees were allowable. We found examples where the
Army and the Air Force allowed no fee, whereas the Navy, the Atomic Energy
Commission (AEC), and the National Aeronautics and Space Administration
(NASA) c¢ach allowed some fee to educational organizations for operating
fiovernment installations.

The National Science Foundation (NSF) policy concerning management
[ees paid to nonprofit corporations operating its national research centers
is to determine fees on the basis of need, to cover such items as corporate
cxpenses and a reasonable corporate reserve to give the contractors opera-
fional stability and flexibility.

FEES USED BY GOVERNMENT-SPONSORED
NONPROFITS FOR VARIOUS PURPOSES

The Bell Report, "Report to the President on Govermment Contracting
| or Research and Develcpment," issued April 30, 1962, advocated the payment
of fees to nonprofit organizations for the following reasons: (1) to pro-
vide some degree of operational stability and flexibility to organizations
ntherwise bound to the precise limitations of cost financing of specific
tiasks, the fees to be used to even out variations in the income resulting
from variations in the level of contract work, and (2) to conduct some
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independent, self-initiated research in order to obtain and hold highly
competent scientists and engineers.

Our survey showed that, depending on the financing arrangements agreed
to between the sponsoring agency and the sponsored nonprofit organization
and the amount of fees that the organization had been able to accumulate
during its existence, fees had been used by management for various financial
aspects of operations. Our survey showed also that many nonprofits did not
use fees to an appreciable degree to conduct independent research.

Fees used in some instances
to provide working capital

There were 12 nonprofit organizations included in our survey that are
considered to be Government-sponsored, that is, one or two agencies have
assumed responsibility for the financial support of these organizations.

We found that the requirements for working capital during periods of normal
operation were being met in different ways for these organizations. (See
p. 26.)

Three of the organizations had received Government advances in the
past, but were at the time of our review using their own funds, accumulated
primarily out of fees. Two were using a combination of Government advances
and fee accumulations. Five were financed primarily by the Government,
either through the use of advance payments or letters-of-credit arrange-
ments. In two cases, operating capital was furnished entirely by the
contractor-operator and Government funds were provided only on a reimburse-
ment basis.

On the basis of the experience of the five nonprofits included in our
survey that were being financed primarily by the Government, we believe
that the financing of the operations of Government-sponsorecd nonprofit or-
ganizations can be accomplished without furnishing large amounts of fees to
accumulate reserves for this purpose. There are economic advantages to the
Government's furnishing working capital, through advance payments or ar-
rangement for the use of letters of credit, instead of allowing the non-
profit to accumulate fees.

Fee accumulations used at times
of delay in renewal of Government

contracts or temporary reductions
in contract effort

We found that limited amounts of fee accumulations had been used by
some of the nonprofits to maintain normal operating levels during periods
of delay in contract renewal. Fees had also been used to accumulate re-
serves for use in case of reductions in the level of contract support (See
p. 28.)

We believe that it might be necessary for sponsored nonprofits to re-
tain fees for a limited reserve to provide stability of operation during
short periods of time when Government program funds have been reduced or
are not available. Where contract renewal is not doubtful, the incidence
of need for funds for renewal delays could be kept at a minimum by the
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sponsoring agency's working with the nonprofit's management to plan funding
and contract negotiation in an orderly and timely manner, and by the use of
letter contracts when necessary.

Contractual provisions for
termination liabilities
reduce 11eed for reserves

In our opinion the DOD-sponsored nonprofits would not have to accumu-
late fees to cover costs in the event of contract termination. We saw no
indication that the Government planned to dispense with the services of
these organizations in the near future. Also, we found that the Air Force
had included a clause in its contracts with MITRE to reimburse it for all
reasonable and allocable persomnel severance and other related windup costs
if the Air Force contract with MITRE was not renewed. We believe that sim-
ilar provisions could contractually cover such possibilities for other
sponsored organizations and thus reduce the need for an accumulation of fee
for this purpose. (See p. 29 .)

Fees beine accumulated to
permit diversification and
continuity of operations

We examined inteo the reserves heing accumulated by the various DOD-
sponsorecd nonprofits receiving fees. Some of the organizations had insti-
tuted programs of setting up reserves to ensure stability in the event of
reductions in the level of contract support. The stated purposes of some of
these reserves seem to indicate that they are intended nnt so much as a
cushion against temporary fluctuations in the financial support of the spon-
sor agency, but rather as a fund with which to seek other clients at such
time as the nonprofits' services may no longer be required by their spon-
sors. (See p. 31 .)

We question whether fees should be provided to a Government-sponsored
nonprofit organization for the purpose of creating a reserve to finance a
shift of the organization's operations to other fields of endeavor or to en-
able it to compete in the private sector for non-Government business. Also,
should the organization not discontinue operation after the sponsoring agency
no longer requires its services but go into other activities, any claims
which the Government may have establishec on the assets of the organization
would tend to be negated since such claims are effective only upon the dis-
solution of the organization.

Fees used to pay for
nonreimbursable
business costs

We found that fees were being used by DOD-sponsored nonprofit organiza-
fions to finance expenses of operation that were not reimbursed under Govern-
ment contracts because they are deemed by the Armed Services Procurement Reg-
nlation (ASPR) to be unallowable in whole or in part. (See p. 36 .) Many of
Ihese expenses are of the type customarily incurred by commercial firms op-
~rating in a competitive enviromment and are paid from funds obtained from
ontract profits or other sources of income.
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We believe that, in order to enable the nonprofit to pay an appropriats
amount of such expenses and, at the same time, ensure that the expenses are
confined to necessary and prudent costs of doing business, the agency
should base the amount of fees negotiated for this purpose on the reasonable
needs of the organization. Consequently, although fees, once they have bee:
provided, are to be used at the discretion of the management of the non-
profit organization, the uses made of the fees should be a factor in the
determination of the amount of fees to be allowed in subsequent years.

Fees generally not used
for independent research

The Bell Report supported the payment to nonprofit organizations of
fees for the conduct of some independent, self-initiated research in order
to obtain and hold highly competent scientists and engineers. However, our
survey showed that some nonprofit organizations have not conducted any in-
dependent research, others have performed some research of this type but
have funded it principally through direct or indirect charges to contracts,
and relatively few have funded an appreciable portion of their independent
research from fee income. Evidently there is little recognizable differ-
ence between the type of research funded as fee-sponsored and that funded
as reimbursable contract costs.

It appears that the overall research effort of these organizations is
what attracts and holds scientific and engineering personnel. Although in-
dependent research is desirable, there is no necessity to furnish fees for
such purpose to accomplish the objectives set forth in the Bell Report.
(See p. 39.)

Fees used in some instances
for acquisition of facilities

We found that DOD-sponsored nonprofit organizations have used substan-
tial amounts of fees for the purpose of acquiring capital assets. (See
p. 41.)

In the cases we reviewed, the facilities had been acquired, in many in-
stances, prior to the issuance of the Bell Report. The Bell Report stated
that, where the Government furnished funds for nonprofit organizations to
obtain facilities, it was equitable that rights be given to the Government
to determine the disposition of the assets upon dissolution of the organi-
zations. Certain residual rights to these assets have been acquired by
DOD. It appears that the Government's claims upon dissolution of the orga-
nizations may be jeopardized should they elect to seek other clients,
rather than dissolve, at the time their services are no longer required by
their Government sponsors.

Some Government-sponsored nonprofit institutions operate in Government-
furnished facilities and have utilized no fees for acquiring capital as-
sets. It appears to us that it is in the best interests of the Government
to furnish required facilities to nonprofit organizations instead of fur-
nishing funds through fees to enable the organizations to acquire capital
assets.




PROPOSED GOVERNMENT-WIDE GUIDELINES

We proposed that a statement of governmental policy be established to
provide guidance in the negotiation of fees with Government-sponsored non-
profit organizations, along the lines outlined in the preceding paragraphs.
(See p. 45.) The proposal was contained in a draft report submitted to the
organizations included in our survey and to Government agencles expected to
have an interest in such a policy.

All the 15 nonprofit organizations commented on the draft report. Al-
though several of the organizations did not comment directly on our pro-
posal, most of those which responded expressed the opinion that our pro-
posal would restrict [ees and such restriction would curtail the usefulness
of the nonprofits te the Government,

These contractors contended that a limited fee policy would take away
the financial resources with which they evidencz their independence and
flexibility and thus restrict their activities. Fees were considered neces-
sary in order that, among other activities, these organizations could
(1) maintain an objective approach to sponsors' neads, (2) attract and re-
tain high-caliber talent to carry out sponsors' missicns, (3) diversify op-
erations to better anticipate sponsors' needs, and (4) conduct research in-
dependently of sponsors' approval.

However, the nonprofit organizations included in our survey that uti-
lize Govermnment-owned facilities and Government capital and perfeorm indepen-
dent research on a cost-reimbursable basis apparently were able to perform
their sponsors' missions satisfactorily without any fees or with minimum
amounts of fees.

We believe that nonprofit organizations that are established to serve
continuing Government needs and are supported predominantly by the Govern-
ment should be subject to a certain amount of Government supervision. Om
the other hand, the flexihility of these organizations should not be re-
stricted to the extent that the characteristics which make it possible for
them to perform capably would be destroyed.

In our opinion, the proposed guidelines should enable Government agen-
vies to achieve a balance between these two objectives and thereby to ob-
tain the services of these nonprofit organizations at the lowest possilble
cost that would permit them to function competently.

The Government agencies differed in their reactions to the proposed
yuidelines. DOD does not concur that guidelines should be prescribed as
proposed; it prefers its current approach of modified weighted guidelines.

AEC believes that there is no need for Government-wide guldelines for
negotiating fees with Government-sponsored nonprofit organizations. AEC be-
lieves also that each agency should have sufficient flexibility to enable
it to determine fees based on its individual needs, conditions, and experi-
onee,

NSF, the Office of Science and Technology, and the Department cf
llealth, Education, and Welfare (HEW) generally expressed agreement that
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there was need for a statement of Government policy. The Director of NSF
informed us that NSF would be pleased to participate in any study leading to
the establishment of such a policy.

The comments received from the nonprofit contractors are discussed in
more detail, beginning on page 47, and replies received from Government
agencies are discussed individually, beginning on page 52.

ESTABLISHMENT OF GOVERNMENT INSTITUTES

One of the conclusions of the Bell Report was that a new kind of Gov-
ernment research and development establishment was promising enough to war-
rant further study. The objective of establishing such an instrumentality,
which might be called a Government Institute, would be to achieve in the ad-
ministration of certain research and development programs the kind of flexi-
bility obtained by Government corporations and yet retain effective public
accountability and control.

In view of the continuing and growing use of nonprofit organizations to
assist Government agencies in carrying out their missions, we suggested that
consideration be given to establishing Government Institutes to meet future
needs. (See p. 59.)

Six Government agencies and three nonprofit contractors commented on
the proposal, generally expressing agreement. Some of these organizations
withheld unqualified support in the absence of knowledge as to how the
utilization of Govermment Institutes would affect the existing Government-
sponsored nonprofit organizations. Concern was expressed that these or-
ganizations would be converted to or replaced by Govermment Institutes.

We recognize that, in the opinion of the sponsoring agencies, these or-
ganizations are performing essential functions, and we are not suggesting
that they necessarily be replaced or converted. We are proposing that con-
sideration be given to the creation of Government Institutes to meet future
needs. 1If they are authorized and prove effective, some nonprofits could
conceivably be converted to or replaced by Government Institutes.

The matter of establishing Government Institutes would require a study
involving considerations beyond those involved in establishing guidelines on
fees for nonprofits. We believe that a special follow-up study to the re-
view that led to the 1962 Bell Report should be conducted for the following
reasons: (1) the recent increased use of nonprofit organizations to serve
nondefense needs of the Government, (2) steps that have been taken within
the Department of Defense since the issuance of the Bell Report to
strengthen the competence of in-house research laboratories, such as in-
creases in salary levels of professional personnel, authorization of labo-
ratory directors' funds to permit flexibility in the selection and pursuit
of research activities, and the establishment of direct lines of communica-
tion between laboratory directors and departmental officials, and (3) the
growing number of private companies with analytical competence.

10




This follow-up study should censider the Govermment's need for contrac-
lor assistance in performing its research and development missions and the
types of organizations that would best accomplish these tasks and should
include criteria as to the circumstances under which such tasks should be
performed within the government, by a sponsored nonprofit organization or
hy other organizations. We believe that, in the evaluation of the various
types of contractor relationships available to Government agencies, consid-
eration should be given to the desirability and feasibility of establishing
(lovernment Institutes. '

RECOMMENDATTIONS

We believe that the subject of the proper role of Government-sponsored
mmnprofit organizations is of sufficient importance to warrant a
'residential-directed interagency or commission study. Asanalternative we
ire recommending :

1. That the Bureau of the Budget prescribe Government-wide guidance to
agencies in establishing and contracting with sponsored nonprofit
organizations, designed to enable Government agencies to achieve a
balance between the flexibility needed by the organization to per-
form capably and the amount of Government supervision required.

The guidelines should limit the management allowance teo the amount
needed to enable the organizations to accumulate a reserve to pro-
vide operational stability during temporary reductions in conlract
work and to pay prudent business expenses not otherwise reimburs-
able.

The allowance should not include any amount for independent re-
search, since such research, when considered desirable, should be
authorized as an allowable cost. Also, the allowance should not
include any amount for acquisition of capital assets since they
should be provided by the Governmment or covered in the contract as
an allowable cost. Similarly, allowances should not be prowided

for accumulation of working capital since the sponsoring agency
should furnish the working capital through use of an advance-payment
plan or a letter-of-credit arrangement.

2. That the Bureau of the Budget and the Civil Service Commission con-
duct a follow-on study to consider what types of organizations
could best assist the Government in fulfilling its research and de-
velopment missions, including consideration as to the desirability
and feasibility of establishing Government Institutes.

The study should include criteria as to the circumstances under
which work should be performed in-house, by sponscred nonprofit or-
ganizations or by private organizations.




BACKGROUND

The expanded responsibility assumed in the past 20 years by the Federal
Government in scientific research has led to increased reliance on contract-
ing with nonprofit organizations. A substantial amount of Federally fi-
nanced research and development work in many fields has been accomplished
by means of (1) established nonprofit institutions' engaging in contract
work for the Government, (2) grants and contracts with universities, (3) op-
eration of Government-owned facilities by nonprofit contractors, including
universities, and (4) the creation by the Government, principally the de-
fense agencies, of nonprofit corporations to conduct studies or perform
technical-managerial services,

It is nonprofit organizations of the last type that have attracted con-
siderable attention both within and without the Government. A major ques-
tion associated with the continued existence of these Government-sponsored
nonprofits has been the propriety of the payment of fees to these organi-
zations and the uses made by them of those fees.

Various Government approaches in obtaining
research and development

Federally financed research and development work is accomplished
through various approaches. About 20 percent is performed in-house by Gov-
ernment personnel, whereas the bulk of the research and development work is
performed by industrial firms, educational institutions, and other nonprofit
institutions.

From 1962 to 1969 annual Federal obligations for research and develop-
ment increased from $10.3 billion to an estimated $17.3 billion. The fol-
lowing table shows the obligations for each year and the distribution by
type of performer.

deral ations X ar an
v o rformer
Estimates Actual obligation
Performer 1969 1968 1967 1966 1965 1964 1963 1962
(000,000 omitted)
Federal Government $ 3,840 § 3,550 § 3,400 S 3,400 $ 3,090 $ 2,830 § 2,400 § 2,220
Industrial firms (note a) 9,730 9,300 9,880 8,880 8,670 8,570 7,620 5,900

Federal Contract Research Centers
(FCRCs) administered by indus-

trial firms 420 400 380 360 410 490 430 420
Universities and Colleges

(note a) 1,700 1,510 1,450 1,330 1,190 1,060 850 800
FCRCs administered by universi-

ties 740 710 670 640 550 540 640 560
Other nonprofit institutions

(note a) 450 400 400 390 350 300 220 160
FCRCs administered by other non-

profit institutions 250 230 220 170 230 230 210 150
Other 170 130 130 130 110 110 90 ___80

Total $17,300 $16,230 $16,530 $15,300 $14,600 $14,130 $12,460 $10,290

'"Excluding Federal Contract Research Centers.

Source: National Sclence Foundation Reports entitled "Federal Funds For Research, Development
and Other Scientific Activities," Volumes XII-XVII.
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Creation of DOD-sponsored
nonprofit corporations

In the years following World War II, DOD brought into being a number of
quasi-private, nonprofit companies to augment the in-house capabilities of
the military services. The Air Force pioneered in the use of these contract
organizations. According to the Air Force, it had not had sufficient time
to build competence within its own organization, and Civil Service regula-
tions made it difficult to quickly recruit staffs possessing the capabili-
lies required.

The first of these nonprofit corporations, managed by a group of private
vitizens constituting a board of trustees, was The RAND Corporation. A
proup was established at Douglas Aircraft Company in 1946, to provide sys-
tems analysis through a Project RAND contract with the Army Air Corps. From
this group evolved The RAND Corporation in 1948. However, it was not until
the late 1950's and early 1960's that the nonprofit corporations created by
the defense agencies expanded greatly in numbers.

The increased need for strategic analysis led to the formation in 1956
of the Institute for Defense Analyses, used by the Joint Chiefs of Staff and
the Director of Defense Research and Engineering; in 1958 of Analytic Ser-
vices, Inc., to provide the Air Force a capability in analyzing immediate
problems; in 1961 of the Logistics Management Institute, for long range
studies primarily for the Assistant Secretary of Defense for Installations
and Logistics; in 1961 of the Research Analysis Corporation for the Army,
and in 1962 of the Center for Naval Analysex for the Navy. ALl these or-
panizations are nonprofit corporations except the Center for Naval Analyses,
which is a research organization operated by a nonprofit contractor.

During this period the Air Force's need for systems engineering and
technical management brought into existence another group of nonprofits.
The MITRE Corporation was formed in 1958, to serve in developing electronic
command and control systems; the Aerospace Corporation was formed in 1960,
to provide technical direction in missile and space programs; and the Sys-
lem Development Corporation was spun-off from RAND in 1956, to provide com-
puter information programming and processing.

The Johns Hopkins University Applied Physics Laboratory, established in
1942, has been used by the Navy for technical advice on missile and space
programs. The Laboratory is a Government-financed laboratory, operated as a
division of the University.

In recent years congressional scrutiny, as well as self-examination by
Giovernment agencies, has resulted in a halt to the numbers and the individ-
11l growth in size of DOD nonprofit organizations.

lse of nonprofits by
nondefense agencies

Nonprofit institutions also work exclusively for Government agencies,
vich as AEC, NASA, and NSF. Also, a recent compilation of Federally funded
research and development centers shows that the Office of Education of HEW




is providing financial support for 23 nonprofit centers, eight of which ar
administered by colleges and universities and 15 of which are established

as separate organizations. The creation of The Urban Institute was recent
announced. The relationship of this nonprofit corporation will be to the

Department of Housing and Urban Development somewhat like that of The RAND
Corporation to the Air Force.

Independent nonprofit
research institutes

Also involved in the Federal contract research effort are the indepen
dent nonprofit research institutes that contract in varying degrees with
Government agencies. These organizations do not depend upon either the
Federal Government or a single sponsoring Government agency for revenues
and fees to provide funds for support and growth, but compete with univer-
sities, sponsored nonprofits, and profit-making companies, as well as othe
independent nonprofits, for contracts from many Government agencies and
commercial firms.

The Bell Report

The 1962 Bell Report to the President on Government contracting for
research and development pointed out that the rise in Federal research and
development expenditures had altered the traditional patterns of organiza-
tion of private industry and the universities and had resulted in the cre-
ation of entirely new kinds of organizations.

The report noted that new arrangements had been made with universitie:
such as the Lincoln Laboratory of the Massachusetts Institute of Technology
established by contract to respond to Air Force needs, and the Jet Propul-
sion Laboratory, established at the California Institute of Technology* to
conduct research for the Army and later to supply services to NASA.

The report cited other research institutions, such as Stanford Researc
Institute, which were established to conduct research on contract for pri-
vate or public customers, but which do the major share of their business
with the Federal Government. Also mentioned was the creation of analytical
service organizations, typified by RAND, and of companies furnishing sys-
tems engineering and technical direction, such as Aerospace and MITRE, and
the organizational arrangements used by AEC, wherein laboratories are owned
by the Government but operated under contract by either industrial companie
or universities. These new types of organizations and arrangements had, ac
cording to the report, raised a number of criticisms and points of concern,

lAccording to the California Institute of Technology (Caltech), the Jet
Propulsion Laboratory (JPL) is a division of the Institute and therefore
is not organized separately. However, unlike other Caltech divisions,
JPL is housed and operated primarily in a separate Government-owned facil-
ity.
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The report pointed out the inability to apply the classical distinc-
rions between what is public and what is private and questioned whether a
nwrporation created to provide services to Government and receiving 100 per-
~nt of its financial support from Government is a "public'" or "private"
voncy, and whether a business corporation doing nearly 100 percent of its
lusiness with Government is engaged in free enterprise. It was the opinion
i the study committee that the complex partnership between Government and
o1 ivate institutions should continue, but one of the concerns of the study
nmmittee was the improvement of policies and procedures for contracting
~ith these organizations.

Concerning the arrangements for contracting with nonprofit organiza-

ions other than universities, the report stated that the practice in con-
'racting for research and development work with these organizations was to
wer all allowable costs and, in addition, to provide what is commonly

Iled a "fee." Although it points out that the term '"fee" is misleading
Jwn the reasons for paying a '""fee" to a profit corporation are considered,
i report stated that, nevertheless, there are two sound reasons to jus-
"ify payment of a '"'development'" or 'general support'" allowance to nonprofit
wypanizations, and it advocated continuation of these payments.

One stated reason for paying a fee is to provide some degree of oper-
fional stability and flexibility to organizations that otherwise would be
tiphtly bound to the precise limitations of cost financing of specific
iwks; the allowance can be used to even oul variations in the income re-
nlting from variations in the level of contract work. The second reason
that most nonprofits must conduct some independent, self-initiated re-
irch to obtain and hold uighly competent scientists and engineers. But,
vwcording to the report, the amount of the fee or allowance in each in-
tance still must be dctermined by bargaining between Government and con-
ractor, in accordance with the independent relationship that is essential
successful contracting.

The Bell Report considered facilities and equipment another important
qestion relating to contracting with nonprofit organizations other than
nversities. It was the judgment of the study committee that the normal
il«+ should be that, where facilities and equipment are required to perform
carch and development work desired by the Government, the Government
«mld either provide the facilities and the equipment or cover their cost
the contract. However, two special problems were recognized with re-
't to nonprofit organizations.

First, the committee felt that it was generally not desirable to fur-
li funds through fees for the purpose of enabling a contractor to acquire
jor capital assets. On the other hand, the Government should not attempt
. Jlictate what a contractor does with his fee, provided it has been estab-
hed on a sound and equitable basis. The committee saw no objection to a
ntractor's using part of his fee for facilities for use in his self-
itiated research if he should so choose.

Second, the study concluded that it was equitable, where the Govern-
! had provided facilities, funds to obtain facilities, substantial work-
capital, or other resources to a contractor, that the Government should,
 dissolution of the organization, be entitled to a first claim upon such




resources. This matter should be governed, insofar as possible, by the
terms of the contract or, in the case of a newly established organization,
should be covered in the provisions of the organization's charter.

The Bell Report was approved by the President and transmitted to the
heads of Departments and agencies for their guidance and action. The
President noted that the report pointed the way to a number of improvements
in the conduct of the Government's research and development program, which
could be undertaken by the executive branch under existing authority.

Air Force policy statement
on fees to nonprofits

Before issuance of the Bell Report, the Air Force established basic
policy guidelines concerning its relations with Air Force sponsored non-
profit corporations. In September 1961 the Air Force issued policies gov-
erning its relations with Aerospace, Analytic Services, MITRE, RAND and
System Development Corporation. (System Development Corporation was re-
moved by policy letter in September 1964). Generally, the policy statement
provided, among other things, for payment to the corporations of fees which
took into consideration the corporations' special status and which were
tailored to meet reasonable needs.

The policy statement pointed out that these organizations had a close
and continuing relationship with the Air Force, unlike that of other or-
ganizations. Consequently, it was stated that the business aspects of the
affairs of these nonprofits must be open to Air Force scrutiny, '"much as
an actual Air Force operation.'" Such accountability, according to the pol-
icy statement, "is not inconsistent with the freedom of thought and inde-
pendence on technical matters'" sought from such organizations.

The policy statement took the position that these organizations have
legitimate needs that can be met only through a fee. So that their stabil-
ity would be ensured, fees were deemed as the proper source of assistance
for conducting independent research programs within reasonable bounds and
as a reserve for limited working capital requirements. The Air Force was
to provide working capital, in the form of an advance payment pool, and
facilities in which to operate. In the event of dissolution of a corpora-
tion the assets of the corporation were to revert to the Government.

This policy statement was issued unilaterally by the Air Force and
met varying degrees of acceptance by the nonprofit corporations affected.

Congressional hearings on the Aerospace
Corporation

In May 1965 the Subcommittee for Special Investigations of the House
Committee on Armed Services held hearings on the Aerospace Corporation.
The Subcommittee reported that Aerospace had rejected the Air Force policy
of a fee based on need and had insisted that its fee be determined on a
worth-of-task basis as provided by ASPR for commercial firms. Also, the
Subcommittee found that Aerospace had consistently refused to disclose its
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fee EXpendituresl and that fees based on presumed need had been awarded by
the Air Force. Thus, fees were provided for purposes for which they were
never used and were used for purposes never intended by the Air Force.

The Subcommittee recommended that steps be taken to eliminate the use of a
fee for Aerospace.

The Subcommittee considered the limited number of reasons for which a
nonprofit corporation might need fees--independent research, operating
capital, acquisition of facilities and a margin to cover honest error. In
regard to facilities, the Subcommittee believed that the Bell Report and
the Air Force policy statement of September 1961 should be the Government
policy in all cases, and that nonprofits, such as Aerospace, should be
provided with needed facilities. Recommendation was made that title to
facilities and real property owned by Aerospace be vested in the Govern-
ment of the United States.

The Subcommittee saw no reason why all independent research could not
be provided for under contract reimbursement. The Subcommittee felt that
there was no real necessity for a fee and that Aerospace's needs could be
met through a combination of reimbursement and an advance payment pool.

The Subcommittee believed that, in the event that, contrary to its recom-
mendation, the fee was not abolished, at a very minimum Aerospace should be
required to make regular, complete, and detailed disclosure to the Air
Force of its fee expenditures.

The Subcommittee also recommended that the management concept of using
outside organizations to help carry out the basic planning and subsequent

managing of military missile/space programs be reappraised.

Air Force Ad Hoc Group study

The Air Force responded by directing a special eight-man committee
composed of members of the Air Force Systems Command Board of Visitors to
review the roles of three Air Force-sponsored corporations, two of which
(MITRE and Aerospace) are included in our survey. This Ad Hoc Group of
prominent citizens examined the requirements for the services of these
specialized organizations, thz environment in which the organizations op-
erate, and the problems associated with their use. The Group also made
extensive interviews of key management officials in the Govermment, indus-
try, and universities.

4 report by the Group, dated December 1, 1965, stated that the contin-
uing use of MITRE and Aerospace was justified but that it was recognized
thal problems had arisen because of the unusual relationship of these or-
ganizations with the Air Force.

In regard to fees, the Ad Hoc Group report stated that a fee should
be related to legitimate requirements that cannot be met within the con-
tract. The report stated also that there was no need for MITRE and

! i s . : : :
Aerospace (orporation informed us that it started disclosing its fee ex-

penditures in December 1960,

}-




Aerospace to accumulate capital that would eventually make them financially
independent.

According to the report the fee should encompass, at a minimum, two
items--small amounts of legitimate normal business expenses that cannot be
reimbursed as costs under ASPR and sufficient funds to enable the corpora-
tions to meet termination liabilities. The report stated that no fee is
required if funds accumulated for termination liability are sufficient to
meet requirements and are invested with a return equal to or exceeding
reasonable operating expenses that are not reimbursable. The report statec
further that the corporations have no reason to accumulate assets except

for funds required to meet those termination liabilities not covered by
their contracts.

The Ad Hoc Group reported that, under Air Force policy, the facility
needs of both Aerospace and MITRE had been recognized through "need'" fee
negotiations and the Air Force had financed the facilities without taking
title, but, if the facilities were to represent convertible assets to be
applied to termination obligations, they were probably in excess of cor-
porate needs. The Group concluded that acceptance and appreciation of the
vital roles of these corporations was the only key to assuring their sta-
bility and that other symbols of stability, such as buildings and accumu-
lated assets, were at best a facade.

The Group felt that the Air Force must assume responsibility for rea-
sonable stability since these organizations are dependent on the Air Force.
This does not imply that the levels of funding may not vary, depending on
the Air Force's requirement for services, but rather that the Air Force, in
working with the corporate management, should see that funding variations
are anticipated and planned in an orderly manner.

The Ad Hoc Group recommended that the Air Force should either obtain
title to the facilities of Aerospace and MITRE or include in the contracts
a clause which would provide that the corporations could not mortgage,
lease, sell, or purchase any real property without the written consent of
the Air Force.

In regard to independent research, the Ad Hoc Group report stated that
all the corporations' research programs should be related to the fields of
interest of their customers so that they could be paid for directly or in-
directly under the contracts.

ASPR revision applicable
to nonprofits

On April 14, 1966, commenting on the Ad Hoc Group's report, the Secre-
tary of the Air Force noted that the Group's recommendations on asset accu-
mulation and the financing of research had derived from the basic recommen-
dation of working toward a minimum-fee position. The Secretary stated that
the Air Force policy of negotiating on the basis of the "needs".formula had
not produced the lower fee levels envisioned and had made the Air Force
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rather than the Boards of Trustees the arbiter of how the fee was to be al-
located among corporate demands. It was his desire to try out the weighted
iruidelines of ASPR as a general framework for fee negotiations.

On June 15, 1966, an ASPR Subcommittee proposed a revision to ASPR--to
pply the weighted guidelines method of fee determination to all contractors,
ppropriately adjusted to yield rational fee objectives for nonprofit or-
nanizations, sponsored and unsponsored. The revision stipulated a special
negative factor for all nonprofit organizations in recognition of the ex-
cvmption of nonprofits from Federal income taxation. In addition, the revi-
wion provided for a reduction in the fee for sponsored nonprofit organiza-
'ions, in view of the continuing financial support provided by the sponsor-
ing department or agency. The proposal became DOD policy with the issuance
of Defense Procurement Circular No. 50 on December 30, 1966. The provi-
.ions were incorporated into ASPR 3-808.4(f) on June 1, 1967.

Ifense Science Board studies

On October 27, 1966, DOD received a report from a task force appointed
ly the Defense Science Board Chairman to study the Federal Contract Re-
wearch Centers. The task force reviewed 6 research centers, and the con-
~lusion from the study was that a management fee was the only proven method
nf giving these organizations a desirable measure of independence and man-
wwerial flexibility. The report did not elaborate on what the task force
-onsidered necessary for achievement of independence or the method for de-
rermining the amount of fees needed to reach these goals.

The task force, in a memorandum approved by the Defense Science Board
on January 10, 1068, reiterated its position that a management fee is the
cnly proven method of giving the Federal Contract Research Centers a de-
.irable measure of independence and managerial flexibility.

The task force stated that appropriate uses of fees include:

1. The accumulation of reasonable reserves, to assure stability in the
event of major fluctuations in the level of research support or
sudden shifts in programs calling for changes in personnel.

2. The need for funds to cover disallowable but justifiable costs, and
to make managerial decisions without prior approval by auditing of-
ficials unfamiliar with administrative practices in modern research
laboratories.

3. For certain research projects which are clearly in the long-range
public interest, but possibly outside the current mission defini-
tion of the principal sponsor.

The task force found it difficult to establish a recommended level for
i total amount of fees or for a balance among the uses to which the fees
ire committed. They felt that the fees should be large enough to make a
ignificant and meaningful impact on the style and culture of the labora-
‘ory, and be typically smaller than the net fees (after taxes) to profit-
king corporations for defense research and development activities. As to
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a balance among various uses, the task force concluded that the policies
should be left largely to the discretion of the boards of trustees and re-
viewed at a policy level in the course of periodic reviews by the client-
agency .

Federal Procurement Regulations

Other Government agencies, in awarding contracts to nonprofit organi-
zations for research and development work, are subject to the Federal Pro-
curement Regulations (FPR) issued by the General Services Administration.
FPR identifies certain factors for contracting officers to consider in ne-
gotiating fees, but does not specify weight ranges for assignment to the
various factors. FPR does not provide special modifications applicable to
the determination of fees allowed to nonprofit organizations.

* * * * *

The principal officials of DOD, AEC, and NASA responsible for the ad-
ministration of activities included in this survey are shown in appendix II
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FINDINGS AND RECOMMENDATIONS

“"IGNIFICANT VARIANCES IN AGENCY POLICIES
IN_ALLOWING FEES TO NONPROFITS

As shown below, the fees paid to nonprofit organirations and the bases
wed for determining such fees vary significantly among Government agencies

pecial DOD policies have evolved

When DOD undertook to sponsor nonprofit organizations, policy state-

wnts or specific instructions were not promulgated to guide procuring
npuncies in negotiating contracts with nonprofit organizations.

Government
rocurement officials and officials of the nonprofit organizations utilized
“lie ASPR provisions, which until recently, made no specific provision for
vpotiating contracts with nonprofit organizations for research and develop-
1t work.

As a result, there was a lack of uniformity in the contractual
v rangements entered into, including the payment of fees.

In December 1966, DOD adopted a weighted guideline approach for deter-
ning fees to be included in contracts with both sponsored and nonsponsored
wiprofit organizations. This approach included a special provision for

mstment in rate, applicable to sponsored nonprofit organizations to rec-

nize the continuing financial support provided by the sponsoring Depart-
it or agency.

11 Force practices varied

In September 1961 the Secretary of the Air Force issued a policy state-
+nt applicable to the Air Force-sponsored nonprofit corporations, includ-
 The RAND Corporation, The MITRE Corporation and the Aerospace Corpora-
1. Broadly, th+ policy statement provided for payment of fees which

wk into consideration the special status of these corporations and which

(R RO

tailored to meet the corporations' reasonable needs for independent
varch and limited working capital and facilities.

At the Air Force-sponsored corporations included in our survey, we
«mil that this policy statement was not applied uniformly.

Fees were
#otiated with Aerospace and MITRE on a need basis, from 1962 through 1966.

wiver, Aerospace favored the "worth of task'" basis and refused to pro-
e information as to its needs, As a result, the Air Force made its own

‘Ination of Aerospace's '"presumed needs" in arriving at the amount of the

We were informed that, from 1961 until 1966, the Air Force negotiated

with RAND on a needs basis. RAND, however, informed us that from its
Ipoint the fees had been arrived at on the basis of worth-of-task.

., Navy, and DOD_components

c1ally used '"meed'" basis

iiofore weightea guicelines were acopted the nonprofits sponsored by
| Lments

or agencies of DOD, other than the Air Force, apparently re-
u fees basec on their statecu neecs.

However, at the organizations
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included in our survey, we generally could find no statement or documenta-
tion that set forth the precise basis on which fees had been negotiated.

The Institute for Defense Analyses (IDA), in its contracts with variot
components of DOD, has justified its request for fees as being needed to
maintain a productive environment and assure corporate independence and
stability.

The Logistic Management Institute's (LMI) basic contract is with the
Office of the Secretary of Defense. LMI has requested fees on the basis
of need for funds to cover costs not reimbursable as contract costs and for
working capital to provide operational stability and flexibility.

Fees negotiated by the Army with Research Analysis Corporation (RAC)
and by the Navy with Johns Hopkins University for operation of the Applied
Physics Laboratory (APL) apparently were based on the needs establishec by
the individual organizations and negotiated with the respective services.
RAC's fees have been used principally to accumulate working capital; APL's
fees have been utilized primarily for the acquisition of facilities and
investments.

Weighted guidelines for fees for nonprofits

In April 1966 the Secretary of the Air Force noted that the needs bas
for negotiating fees with the Air Force-sponsored nonprofit corporations
had not produced the low fee levels that he had hoped for and had made the
Air Force rather than the Boards of Trustees the arbiter of how the fee wa
to be allocated among corporate demands. The Secretary, therefore, in-
structed that the weighted guidelines of ASPR be tried as a general frame-
work for fee negotiations.

In June 1966 an ASPR Subcommittee proposed the application of weighte
guidelines, suitably modified, for determination of fees to sponsored and
unsponsored nonprofit organizations. The proposal became DOD policy on
December 30, 1966, the first specific guidance given to DOD procurement
agencies in negotiating with nonprofit organizations.

Contractor-operated Government facilities

The Government-sponsored institutions included in our survey that wer
non-DOD affiliated organizations included the Brookhaven National labora-
tory (BNL), operated for AEC by Associated Universities, Inc. (AUT), and
the Jet Propulsion laboratory (JPL), operated for NASA by Caltech.

AUI is a nonprofit corporation chartered under State education law an
sponsored by nine universities. AEC contracts with AUI for operation of
BNL, a Government-owned laboratory. A fixed fee is negotiated to provide
funds necessary to meet the direct corporate needs of AUI. The contracts
do not provide for payment of a rate of fee, and the fee is not related to
operating costs of BNL. On the basis of the amounts of operating costs,
however, fees have averaged about 1 percent.

NASA's contracts with Caltech, a nonprofit educational institution,
have, beginning with fiscal year 1961, contained a provision for a fixed
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wmount of fee for operating JPL. Also, for fiscal years 1961 through 1964,
t:altech received a fixed amount for estimated allowable overhead cost.
Beginning with fiscal year 1965, allocable indirect costs have been reim-
lursed through the use of a postdetermined negotiated overhead rate. Fees
have averaged less than 1 percent of estimated contract costs. This rate
is much lower than the 4- to 6-percent rates, which generally have been
paid to DOD-sponsored nonprofit organizations that, in varying degrees, have
acquired their own facilities, their own working capital and have conducted
independent research. All of JPL's facilities are Government-owned.

Included also in our survey were three DOD facilities operated by non-
profit contractors. The contractual arrangements of each differed from
lhose entered into by NASA and AEC.

At the time of our survey, the Navy was contracting with Franklin
Institute, a private nonprofit organization, for operation of the Center
lor Naval Analyses (CNA). Until 1967, contract estimates called for Frank-
lin to receive fees of 6 percent. Franklin provided CNA's working capital.
['NA operates in leased facilities, utilizing Government-furnished equip-
ment. Franklin held no interest in CNA's assets. At July 31, 1967, the
contract was terminated and operation of CNA was assumed by the University
.f Rochester.

Lincoln Laboratory is operated by the Massachusetts Institute of
vchnology (MIT) under a cost reimbursable contract with the Air Force.
‘1T receives no fee. Facilities and operating capital are provided by the
overnment ; allocable MIT overhead expenses are allowable as indirect con-
'ract costs.

The Army has contracted with George Washington University (GWU) for
operation of the Human Resources Research Office (HumRRO) under cost-
reimbursement contracts with no fee. The current operating contract pro-
vides GWU with a fixed amount in lieu of overhead. HumRRO occupies leased
lacilities; the Government has proviaced Lie equipment required by HumRRO.

tontracts with educational institutions

In contracts awarded to educational institutions for the operation of
r.overnment facilities, procurement regulations were not uniformly applied
i1 determining whether fees were allowable.

In contracting with MIT and GWU for operation of Lincoln Laboratory

.id HumRRO,l respectively, contracting officers have applied the cost prin-
.iples of ASPR relating to contracts with educational institutions and

.ive provided no payment for a profit or a fee. However, the Navy has ne-
.otiated cost-plus-a-fixed-fee contracts with Johns Hopkins University for
peration of the Applied Physics Laboratory. As noted above, NASA pays a
snagement fee to an educational institution for operation of JPL, and AEC
w1ys a fee to a nonprofit corporation chartered under a State educational

!
liw.

ne page 34 for recent changes in HumRRO's contractual arrangements.
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National Science Foundation
fee policy

NSF recently expressed the following philosophy concerning the manage-

ment fees paid to the nonprofit corporations that operate its national re-
search centers:l

"The research center contractors are not commercial organiza-
tions with the risk and profit requirements of a private
company. Therefore, they do not require fees for such items
as taxes, payment of dividends, and the like. The research
center contractors are special types of nonprofit corpora-
tions utilized by the Foundation to construct, operate and
maintain unique kinds of national research facilities.

"In keeping with the foregoing, the fixed fees paid the re-
search center contractors should be determined on a need
basis to cover such items as corporate expenses and a reason-
able corporate reserve to give the contractors operational
stability and flexibility."

Contracts with private
nonprofit institutions

We included in our survey of nonprofit organizations three independent
institutes that contract extensively with the Government but are not under
the sponsorship of a single Government agency--that is they are not primar-
ily funded by inclusion as a line item in a governmental agency budget. Wes
surveyed these institutes for the purpose of contrasting the needs of thesec
organizations for fees with those of the Government-sponsored nonprofits,
recognizing that the independent institutes were established with private
funds, often compete for Government contracts as opposed to Government-
sponsored nonprofits which operate under sole-source contracts, furnish
their own working capital, and accumulate funds for financial stability,
acquisition of facilities, and expansion of operations.

The Woods Hole Oceanographic Institution is a private, nonprofit elee-
mosynary organization, established in 1930 as a result of a recommendation
by the National Academy of Sciences. A $3 million grant from the Rockefelle
Foundation provided initial funds. During the 3-year period ended Decem-
ber 31, 1966, Woods Hole performed 99 percent of its research for the Gov-
ernment ; the remainder was devoted to Institution-supported research. In
addition to fees from Government contracts, Woods Hole receives endowment
fund income, donations, and membership fees.

Woods Hole received contracts and grants from 12 Federal agencies.
Ten agencies, both defense and civil, awarded contracts allowing fees up
to 5 percent of the estimated costs of the contract. NSF and the National
Institutes of Health (NIH) awarded grants that did not include a fee.

1GAD report to the Congress, B-133338, September 1967.
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Furthermore, since 1965 these two agencies have required Woods Hole to
share the cost of research projects sponsored by them.

Woods Hole officials advised us that it is their policy to request a
fee if there is no statutory prohibition and the agency is agreeable,
After funding costs not recoverable under Goverment contracts, Woods Hole
uses most of its remaining fees for plant expansion, independent research,
education of oceanographers, and scientific publications.

Stanford Research Institute (SRI) is a nonendowed, nonprofit organiza-
tion, engaged in basic and applied research for industry, Government, and
various nonprofit organizations. Founded in 1946 by business and industrial
leaders in cooperation with the Trustees of Stanford University, SRI in 1966
expended about 80 percent of its direct labor on Government contracts, most
of which were of a cost-plus-a-fixed-fee type. SRI's fee policy is to
charge fees consistent with regulations and practices of the negotiating
agency. SRI's sources of revenue also include Government grants, which,
according to SRI, are performed at less than full recovery.

According to SRI, fees from Government contracts constituted about
60 percent of SRI's total gross fees for 1964. We estimated that such fees
amounted to 78 percent for 1965 and 64 percent for 1966. Rates of fees on
Government prime contracts ranged substantially in 1966, averaging about
6.67 percent of estimated cost. We found that SRI uses its net fees pri-
marily to further its growth and development.

The Franklin Institute of the State of Pennsylvania for the Promotion
of the Mechanic Arts is a private, nonprofit organization founded in 1824.
In support of its two major activities of science education and research,
Franklin operates a science teaching museum, conducts seminars and work-
shops, publishes a scientific journal, and operates research laboratories.
Its research laboratories were formally organized in 1946. About 80 per-
cent of Franklin's research activity is performed for the Government under
cost-plus-a-fixed-fee contracts. Franklin has generally attempted to oP—
tain a 6-percent fee from Government agencies. Over the 3-1/2-year period
ended June 30, 1967, negotiated fees have averaged about 5.6 percent.

Fees received by Franklin on Government contracts are commingled in
the general operating fund with receipts from other activities, donations,
and investment income and are used for the operation of the activities
mentioned above.
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OVERNMENT- SPONSORED
NONPROFITS FOR VARIOUS PURPOSES

The Bell Report advocated the payment of fees to nonprofit organiza-
tions for the following reasons: (1) to provide some degree of operationa
stability and flexibility to organizations otherwise bound to the precise
limitations of cost financing of specific tasks, the allowance to be used
to even out the variations in income resulting from variations in thea leve
of contract work and (2) to conduct some independent, self-initiated re-
search in order to obtain and hold highly competent scientists and engi-
neers.

Our survey showed that, depending on the financing arrangements agree
to by the sponsoring agency and the nonprofit and the amount of fees that
the nonprofit had been able to accumulate during its existence, fees have
been used by management for various financial aspects of operations.

Fee accumulations have been used for working capital in day-to-day
operations, for reserves to finance operations during a temporary reductio
in contract work or delay in contract renewal, and for establishing funds
to ensure continuity at such times as the services of the organizatiomns
may no longer be required by their principal sponsor. Fees were also used
for expenses that were not reimbursed under Government contracts. In some
instances, the organizations had not met the cash reserve goals set by
them, because they had used fees for the acquisition of capital assets.

Our survey also showed that many nonprofits did not use fees to an
appreciable degree to conduct independent research.

Fees used in some instances
to provide working capital

There were 12 nonprofit organizations included in our survey that are
considered to be Government-sponsored; that is, one or two Departments or
agencies have assumed responsibility for the substantial portion of the
financial support of these organizations. (See app. I.) We found that th«
requirements for working capital during periods of normal operation were
being met in different ways for these organizations.

Three of the organizations had received Government advances in the
past, but were at the time of our vreview using their own funds, accumu-
lated primarily out of fees. Two were using a combination of Government
advances and fee accumulations. Five were being financed primarily by the
Government either through the use of advance payments or letters-of-credit
arrangements. In two cases, operating capital was being furnished entirely
by the contractor-operator and Government funds were provided only on a
reimbursement basis.

We found that Aerospace had retained funds of more than $2 million
dollars, primarily out of fees, and no longer required advance payments
from the Government for working capital.

Although RAND initially received a grant of $1 million from The Ford
Foundation, most of its funds have since been obtained through Government
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contracts, including fees and reimbursed depreciation and use charges.
RAND's accumulated working capital at December 31, 1966, exceeded $3 mil-
lion, and RAND has had no advances from the Government.

When Research Analysis Corporation was organized in 1961, the Army
provided it with a $1 million advance fund. RAC repaid the advance in
1965, and at June 30, 1967, had accumulated, largely from fee income, work-
ing capital in excess of $1.7 million.

On the other hand, five of the organizations were being financed pri-
marily by the Government, either through advance payments or letters of
credit. We found that these organizations had experienced no financial
difficulties in operating under one or the other of these arrangements.

The Assistant Director for Administration at Lincoln Laboratory,
which utilizes funds from an advance payment pool established by DOD for
the Massachusetts Institute of Technology, informed us that funding ar-
rangements had been adequate. Officials of the California Institute of
Technology advised us that they had not experienced any difficulty in ob-
taining sufficient working capital for operating the Jet Propulsion Labo-
ratory. NASA provides working capital to Caltech through letters of
credit. Associated Universities, Inc. (AUI) has been supplied worki
capital for the Brookhaven National Laboratory by AEC through letters o«
credit, and AUI reserves are not used,

The Johns Hopkins University Applied Physics Laboratory's (APL) work-
ing capital requirements have been primarily met by an advance payment ar-
rangement with the Navy, and an advance payment pool provided by the Air
Force has been the primary source of MITRE's working capital. However, APL
and MITRE have made limited use of accumulated reserves for working capital.
The need for cash reserves to finance operations during periods when the
Giovernment has not contractually assumed financing responsibility, such as
during a delay in contract renewal, is discussed in the following section
of this report.

Treasury Department Circular No, 1075, revised February 13, 1967,
“tates that cash advances to organizations outside the Federal Government
constitute a significant portion of the Federal budget. For example,
letter-of-credit advances during fiscal year 1968 exceeded $18 billion.
llecause of the effect that the timing of advance payments has on the public
debt and financing costs, the circular stipulates that everything possible
:hould be done to preclude withdrawals from the Treasury sooner than neces-
wary to finance the operations of the recipients of advances. According to
the circular, advances should approximate the amount of daily needs for
large organizations and should not exceed 1 month's needs for relatively
small operations.

The Treasury Department policy states that, whenever these objectives
cannot be met by advances, the letter-of-credit arrangement should be con-
widered.

We believe that making advance payments or letters-of-credit arrange-

nents offers advantages to the Government over allowing the nonprofit or-
vanization to accumulate working capital from fees. When either of the
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first two methods are used, funds are tied up over shorter periods of time
the result being lower financing costs, and, in addition, the Government
retains greater control over the use of these funds, since contracting of-
ficers authorize withdrawals of funds,

Some of the organizations included in our survey interpreted Circular
No. 1075 as favoring the elimination of advance payments and, therefore,
indirectly advocating the accumulation of fees for working capital. The
Treasury Department policy stated in the circular is that cash advances
shall be limited to the minimum amounts possible, and be timed to meet
only the actual cash requirements of the recipient to carry out an approve
program or project., Therefore, making such short-term, minimum advances
seems to be a more economical method of financing than either allowing the
organization to accumulate fees, which results in the Treasury Department'
relinquishing the funds on a permanent basis, or allowing the organization
to borrow the funds at commercial rates.

Fee accumulations used at times of
delay in renewal of Government contracts or
temporary reductions in contract effort

We found that limited amounts of fee accumulations have been used by
some of the nonprofits to maintain normal operating levels during periods
of delay in contract renewal. The use of letter contracts has kept the
needs in some cases to a minimum., Fees have also been used to accumulate
reserves for use in case of reductions in the level of contract support.

At The MITRE Corporation, we found that, even though contract renewal
was not doubtful, there were contract renewal delays during which funds
were not made available by Federal agencies. For example, MITRE experi-
enced Air Force contract renewal lags of 23, 20, and 7 days in 1964, 1965
and 1966, respectively, and had to use its own funds to finance current
operations., MITRE for the most part has invested its fee reserve money in
Treasury and commercial bills. On the occasions when MITRE has needed

funds to finance operations, it has used employee vacation reserve funds
and, to some extent, fee reserves.

At the Aerospace Corporation, contract renewal delays are covered by
letter contracts. The letter contracts provide for the same reimbursement
cost features as the definitized contract, and allowable contract costs
are therefore reimbursable. However, no provisions are made under the
letter contracts for partial fee payments. Aerospace officials informed
us that operating costs not reimbursable under the letter contracts must

be funded from Aerospace working capital previously accumulated from fees
and accruals.

According to officials at The RAND Corporation, because of periodic
delays in contract renewals, RAND's normal cash balances have not been
adequate to meet operating expenses during these delays. As a result,
RAND has had to borrow capital to meet its current liabilities during
these periods of delay. For example, RAND borrowed $725,000 and $300,000,
respectively, during the contract renewal periods in 1965 and 1966, Our
examination of the Project RAND contract renewal during 1966 showed that
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, letter contract having an effective date of September 1, 1966, was not
signed until November 17, 1966,

The Research Analysis Corporation has requested fees to provide, among
other things, for periods of interruption in Government contracts. We noted
during our examination that, on one occasion when negotiations for the Army
contract had been prolonged and thus Army funding had been delayed, RAC
horrowed funds necessary for operations rather than utilize its accumulated
cash reserves held in the form of short-term investments. We were informed
hy RAC that this was done because it was cheaper to borrow than to cash in
the short-term investments, and that borrowing had been possible only be-
cause of the existence of accumulated reserves.

There have been a few occasions when contract renewal negotiations
vere not completed in time to keep Government funding procedures operative
in financing the operations of the DOD-sponsored nonprofit organizations.
'he use of letter contracts in some instances has kept the need for re-
serve funds during renewal delays to a minimum. We believe that a more
letermined effort on the part of the sponsoring agency working with the
nonprofit management to plan funding and effect contract negotiation in an
onrderly and timely manner, combined with the use of letter contracts when
necessary, could reduce the need for reserves even further,

We recognize, however, that there may be short periods of time during
+hich the Govermment is unable to provide financing to enable the nonprofit
fo continue a stable operation.1 We therefore believe that fees should be
wailable to the extent necessary to meet reasonable needs for maintaining
the organization for a short period.

ontractual provisions for termination
|liabilities reduce need for reserves

In our opinion, the DOD-sponsored nonprofit organizations included in
our survey would not have to accumulate fees to cover liabilities arising
lrom contract termination. We saw no indication that the Government
planned to dispense with the services of these organizations in the near
luture, Also, we found that the agencies could mitigate the impact of

ontract termination by contractual provisions.

The Report of the Air Force Systems Command Board of Visitors' Ad Hoc
:roup, dated December 1, 1965, stated that the Air Force had a definite,
~ontinuing need for the services of MITRE and Aerospace. The report
lated also that the Air Force must assume responsibility for reasonable

lability of these organizations by working with the corporate management
'v» see that funding variations are anticipated and planned in an orderly
winner, The report stated further, in regard to termination protection,
'hat fees should be paid to these organizations only if available assets
«wre not sufficient to meet termination liabilities not covered by con-
racts.

I
ieveral of the nonprofits (Aerospace, IDA, MITRE) informed us that they
lilave experienced unexpected reductions in level of program effort in one
T more recent years.,




IO

We found that MITRE had been protected against all termination lia-
bilities under its Government contracts, which contained specific clauses
covering termination. MITRE had been further protected by inclusion of
a clause in its Air Force contracts that provided that the Air Force would
reimburse MITRE for all reasonable and allocable personnel severance and
other related windup costs if the Air Force contract with MITRE was not
renewed. MITRE's contract with the Air Force also provided that MITRE
would be indemnified from liability on its bank loans in the event of con-
tract termination or nonrenewal.

In responding to our draft report, Aerospace questioned whether the
Air Force could cover all costs associated with termination, especially
if termination occurred in the latter part of the contract period or was
associated with nonrenewal of the contract. In our opinion, however, the
contracts with Aerospace and other Government-sponsored nonprofit organiza-
tions could include provisions similar to those in the MITRE contract to

cover termination costs and thus reduce the need for fee accumulations for
this purpose.

1 :
MITRE has informed us that the bank loans liability indemnification clause

in its Air Force contract was deleted in September 1967, subsequent to the
loans' being fully paid.
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Fees being accumulated to permit
diversification and continuity of

operations

We examined into the reserves being accumulated by the various DOD-
sponsored nonprofits receiving fees, Some of the organizations had insti-
tuted programs of setting up reserves to ensure stability in the event of
reductions in the level of contract support. The stated purposes of some
of these reserves seem to indicate that they are intended not so much as a
cushion against temporary fluctuations in the financial support of the
sponsor agency, but rather as a fund with which to seek other clients at
such time as the nonprofits' services may no longer be required by their
sponsor,

The Bell Report recognized the issue of whether an organization that
has been established to provide services to a Government agency should be
permitted to seek contracts with other Government agencies or non-
Government customers. The report stated that there was not a clear consen-
sus among Government officials and officers of nonprofit organizations on
the question. The Government officials participating in the study had con-
sidered the question far enough to have these tentative views:

1. In the case of organizations in the area of operations and re-
search, such as The Rand Corporation, the principal advantages that
they have to offer are the detached quality and objectivity of
their work. Too close control by any Government agency may tend to
limit objectivity. Organizations of this kind should not be dis-
couraged from dealing with a variety of clients, both in and out of
the Government.

2. A number of the organizations established to provide systems engi-
neering and technical direction, such as Aerospace Corporation,
were, at the time, of value principally because of their acting as
agents of a single client. The report stated that, as programs
change and new requirements arise, it might be possible for such
organizations also to achieve a fully independent financial basis,
resting on multiple clients, but this seemed (in 1962) to be a
later rather than earlier development.

The Bell Report supports the payment of fees to be used to even out
income variations resulting from variations in the level of contract work.
The report does not indicate an intention to support the payment of fees
to the extent sufficient to create a reserve to finance a transition by the
nonprofit to other fields of endeavor or to enable it to compete in the
private sector for non~Government business,

The Air Force Systems Command Board of Visitors' Ad Hoc Group examined
the position of the sponsored nonprofit corporations providing systems
cngineering and technical direction capabilities to the Air Force. The
Group found that, as special, sponsored organizations, the nonprofits' es-
tablishment for a specific purpose was encouraged by the Government and
that, in order that satisfaction of that purpose be ensured, in practice
nonprofits should remain contractually and financially dependent on their
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sponsors. The Group found it inadvisable to allow the corporations to ac-
cumulate assets which could ultimately provide for complete independernce.

Some of the DOD-sponsored nonprofits included in our survey appear to
be accumulating fees to enable diversification and to ensure continuity of

operation in the event of nonrenewal of contracts by the sponsoring agen-
cies.

The RAND Corporation

The purpose of the RAND Corporation is to further and promote scien-
tific, educational, and charitable purposes for the public welfare and na-
tional security. A RAND official has stated that, to fulfill its charter,
RAND will undoubtedly engage in a wider range of work, including more of a
nondefense nature. RAND officials believe that fees are needed, among othe
purposes, to establish and maintain a continuity fund.

In 1951 RAND's Board of Trustees recommended that a continuity reserve
fund be built up by setting aside each year one third of RAND's net income
until a reserve approximating 25 percent of the annual rate of effort was
established. We were advised that such a fund would be used at times when
RAND might experience a sharp reduction in its level of effort by reason of
reduction or termination of its Government contracts. RAND believes that
only by having such a continuity fund would it be able to retain a small
cadre of scientific skills during the period that it would take for RAND to
secure other sponsors.

We were informed, however, that RAND's building construction and cer-
tain of its RAND-sponsored projects had precluded establishing such a con-
tinuity fund. According to RAND, had this fund been established, it would
have grown to slightly in excess of $5 million as of mid-1967.

Upon the formation of RAND, the Air Force did not furnish buildings
for RAND to operate in. RAND received a $1 million grant from The Ford
Foundation which enabled it to obtain commercial financing and construct
its own facility. For this reason, RAND has not given the Government
rights to its assets upon its dissolution, although the principal sources
of funds used by RAND to acquire property and repay long-term loans relat-
ing to property acquisition have been fees and building-use charges and de-
preciation expense reimbursed under Government contracts.

The Aerospace Corporation

Aerospace's Articles of Incorporation state that Aerospace's purpose
is to engage in, assist, and support scientific activities of the United

States Government.

During fiscal year 1964 Air Force and Aerospace officials discusged
the financial goals that would permit Aerospace to achieve the objectives
of financial independence and stability. On March 3, 1964, the Secretary of
the Air Force accepted the financial goals of Aerospace, which included
working capital accumulation of $4.5 million by the end of fiscal year.1967
and the overall "stability' goal of $12.5 million in Aerospace cumulative
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tunds by fiscal year 1969. The $12.5 million represents approximately
" months' operating cost at an operational level of $75 million a year.

Aerospace still performs almost all its effort for the Air Force.
‘wrospace's contract provides that the Government will receive any remain-
g assets upon Aerospace's dissolution.

logistics Management Institute (LMI)

IMI's Certificate of Incorporation provides that LMI may perform ser-
rces for any Government unit as well as any nonprofit corporation, but to
te LMI has contracted exclusively with DOD. In late 1965 the LMI Trus-
‘es instituted a policy aimed at accumulating through fees an increased
mount of working capital to provide a reserve for contingencies and to

permit LMI to continue operation should DOD discontinue its support.

According to IMI estimates it will take a period of 3 to 4 months fol-
wing discontinuance of the DOD contract to determine whether other gov-
cumental units that previously asked for LMI assistance still have a need

'or IMI's services. Its estimated working capital requirement would be
hout $70,000 a month for the determination period, for a total requirement
| about $250,000. 1LMI has estimated that this level will be achieved by
the end of fiscal year 1969.

IMI does not own any real property. Its charter provides that assets
crovided directly or indirectly by the Government shall, upon dissolution
f LMI, be tendered to the Government.

Applied Physics Laboratory (APL)

One of APL's stated purposes for fees is the establishment of the APL
tabilization and Contingency Fund. The first objective of the Fund is to
provide an enviromment of stability and permanence in an atmosphere con-
lucive to creative thinking and sound engineering. The other objective is
"to provide a measure of protection in the form of real and liquid assets
to ensure the staff of a reasonable continuity or orderly transition in the
vent of a sudden or unforeseen change of policy on the part of the Gov-
~roment . "

A formula has been devised through agreement between APL and the Navy
lo set a ceiling on accumulations of liquid assets in the APL Stabilization
nd Contingency Fund. The formula is based on routine operating costs for
. 4-month period., APL calculated 4 months' operating costs at June 30,
1967 to be $10,475,402, Liquid funds, represented by the market value of
‘nvestments and operational capital as shown by the balance sheet, totaled
»,998,257 on June 30, 1967, This left $3,477,145 for APL to accumulate

fore reaching the fund ceiling,

The University has stated that, "*%* when liquid funds in the APL
tabilization and Contingency Fund equal an amount as from time to time may
rcpresent the Laboratory's routine operating cost for a period of four
onths, the rate of fee payable under the above contract [Navy] may be ap-
jropriately adjusted." However, APL has withdrawn funds to finance the




acquisition of land and buildings. Consequently, although APL has recog-
nized that funds should be accumulated for stabilization and contingencies,
the use of such funds for facilities, in effect, defeats that purpose,

The Navy contract with APL does not contain a clause covering the dis-
position of assets in the event of dissolution of APL. The University
pelicy in this regard is that any material and financial assets remaining
after the discharge of obligations will be held in a special fund to be
utilized or disposed of for such purposes as may be deemed appropriate and
satisfactory by representatives of the Navy and the University.

Research Analysis Corporation (RAC)

In addition to serving its principal client--the Army--RAC has under-
taken a diversified program of independent research and studies for the Ad-
vanced Research Projects Agency of the Office of the Secretary of Defense,
defense agencies, and nondefense sectors of the Government that demand the
type of skills that RAC has developed.

RAC officials consider that RAC requires fees, to accumulate a reserve
for corporate growth, development, and stability. RAC has not acquired
real property as a stabilization factor, but has accumulated working capi-
tal in excess of $1.7 million, of which about $1.6 million is from fee in-
come. RAC's monthly reimbursable costs amount to about $1 million.

Human Resources Research Office (HumRRO)

Since its inception in 1951, HumRRO has been operated by the George
Washington University (GWU) under sole sponsorship of the Army. On July 1,
1967, a modification to the Army contract with GWU provided for multi-
sponsorship of HumRRO and made provision for the sharing of indirect costs
among sponsors. On the same date HumRRO entered into a 5-year research
contract with the Post Office Department. Although the Army will continue
to be the principal sponsor of HumRRO work, HumRRO, under its Diversifica-
tion Program, is seeking to perform work for other sponsors, both within
and without the Government.

HumRRO has operated under cost-reimbursement-type contracts with no
fee. GWU currently receives an annually fixed amount to cover overhead and
indirect costs of the University. All of HumRRO's capital assets have been
leased or Government-furnished.

In anticipation of the diversification of HumRRO work, GWU requested
that, in accordance with the provisions of ASPR 4-116.4, title to all ac-
countable Government property presently in the possession of HumRRO be
transferred to the University for the benefit of HumRRO. On June 27, 1967,
the contracting officer gave his approval. We were informed that the ac-
quisition value of the property transferred was approximately $500,000 and
that this property has been acquired since HumRRO's inception in 1951. The
transfer was brought about largely in order that the segregation of prop-
erty and the keeping of separate inventory records, required under HumRRO's
multisponsorship program, would be avoided. This is one of the reasons
stated in ASPR 4-116.4 for transferring Government-owned equipment to non-
profit educational or research institutions.
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In HumRRO's proposal for allocation of costs under multisponsorship of
HumRRO research, a management fee of 6 percent was proposed. The fee was
to be determined on the basis of need for funds for independent research,
acquisition of facilities, and operational flexibility., However, the Army
did not want to give an educational institution a fee. Instead of a fee,
HumRRO receives an amount approximating 1 percent of estimated costs on its
Army and Post Office contracts for a HumRRO Director's Fund.

The Director's Fund is to be used for operational flexibility and
minor capital facilities, the type of expenditures which, because of the
multiple sponsorship arrangement, can no longer be identified with a spe-
cific contract or a particular sponsor. The fund is to be administered by
the Director of HumRRO at his sole discretion and is to provide him with "a
degres of operational flexibility which otherwise would be difficult to
2:hieve without direct Government involvement in the process of HumRRO in-
rernal management,"

Also, we have been informed that HumRRO has the right under its Army
and Post Office contracts to devote not more than 5 percent of the esti-
mated annual funding for the performance of independent research.

* * * *

It appears that it would be somewhat incongruous to provide fees to a
nonprofit organization to enable it to shift to other fields of endeavor
wvhen the organization has received the bulk of its financing from a Gov-
ernment agency and has developed its capabilities through Government sup-
port under a sole-source arrangement. To the extent that the services of
that organization were needed by the agency, the potential loss of such
services would be detrimental to the interests of the agency.

1f, on the other hand, the nonprofit organization were no longer es-
sential to the agency, the nonprofit's shift to other fields of endeavor
would result in competition with private industry, for Govermment or pri-
vate htusiness. Such competition would appear to be inequitable since the
heretofore sponsored nonprofit organization would have an unfair advantage
over an organization which has built up its own capital and facilities.
Furthermore, under these conditions any claims that the Government might
have on the net assets acquired by a nonprofit from fees might well be ne-
gated since such claims are effective only upon dissolution of the organi-
zation,
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Fees used to pay for nonreimbursable
business costs

We found that fees were being used by DOD-sponsored nonprofit organi-
zations to finance expenses of operation not reimbursed under Government
contracts. These expenses are not reimbursed under Government contracts
because they are deemed by ASPR to be unallowable in whole or in part.

ASPR contains cost-reimbursement principles for research contracts
with commercial organizations and for research grants and contracts with
educational institutions. Generally, we found that the commercial cost
principles were applied to costs of nonprofits except in those few instances
where the nonprofits were operated by educational institutions under no-fee
contracts with the Government.

Some of the expenses that ASPR deems unallowable in whole or in part
are advertising, except in certain circumstances, such as when the expense
is incurred solely as part of a reasonable recruitment program; bad debts;
compensation, bonuses and incentive compensation to the extent that overall
compensation is not commensurate with the contractor's established policy
and not in conformance with compensation paid by other firms in the sanme
area for similar services; contributions and donations; employee food and
dormitory services not operated on a break-even basis; entertainment costs,
except when related to technical and professional meetings and conferences;
fines and penalties; interest on borrowings and other financial costs; re-
location costs in excess of prescribed limits; excessive recruiting costs;
and the difference in cost between first-class and less than first-class
air accommodations, except when less than first class is not reasonably
available.

Commercial organizations having contracts with the Government fre-
quently incur many of these costs and pay them out of funds obtained from
contract profits or other sources of income. Sponsored nonprofit organiza-
tions, however, generally have only the fees received from the Government
as a source of funds for paying any expenses unallowable under ASPR. The
question arises, therefore, as to what extent the nonprofits should be pro-
vided fees to pay for such unallowable expenses.

The RAND Corporation, for example, has a policy of allowing its tech-
nical and professional employees to use first-class air travel in connec-
tion 'with company business where the trip exceeds 1-1/2 hours. This policy
is currently costing RAND about $50,000 a year from corporate fees. The
possibility of limiting air travel to less than first class and allocating
the saved funds to independent research, was considered at a RAND manage-
ment committee meeting on May 10, 1967. Management felt that a change
would have an undesirable effect on staff morale and left the policy in
effect.

Bureau of the Budget Circular No. A-21, ASPR, and FPR restrict the use
of first-class accommodations by Government employees and contractors ex-
cept where less costly accommodations do not meet reasonable and adequate
quality standards and requirements for meeting appointments, connections
with other scheduled transportation, speed, comfort, safety, or similar
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lactors. Previous reviews conducted by this Office have shown that sub-
tantial savings have been realized by many major Government contractors
rhrough use of this policy. Thus, by the continuation of its air-travel
policy , RAND is incurring costs beyond those recognized as reasonable by
oth Government and industry officials.

Also, we noted that Aerospace has used fees for executive salaries

mnsidered by the contracting officer to be excessive in relation to sal-
ries received by persons furnishing comparable services. Aerospace
“harged $50,835 against fees in fiscal year 1967 for that portion of sal-
wies that the Air Force did not approve as reimbursable contract costs.
\orospace's expenditures from fees for excluded compensation in fiscal
cars 1964, 1965, and 1966 amounted to $100,201, $99,284, and $82,361,
‘»spectively.l The $82,361 for fiscal year 1966 represents disallowances
v the Air Force of compensation of 32 Aerospace employees, after consider-
ing salaries and incentive compensation. These disallowances ranged in
wiount from $240 to $6,600.

The Bell Report considered the question of whether standards should be
pplied to salaries and to related benefits paid to persons employed on
t~derally financed research and development work in nonprofit establish-
nents doing work exclusively for the Government. The report concluded
that, where there was no cost control through competition, the basic stan-
lhrd for reimbursement of salaries and related benefits should be one of
~omparability to the compensation of persons doing similar work in the pri-

iLe economy.

By using fees to pay to personnel salaries in excess of those paid to
wunterparts in industry and Government, some nonprofits are in effect by-
p1ssing the control contemplated by the agency review and the approval
procedure.

The Defense Science Board Task Force on Federal Contract Research Cen-
rers has stated that, apart from the use of fees to assure stability in the
tice of unexpected financial crisis, the fee provides managerial flexibil-
i1y, which is essential to the continuing operation of the organization.
ine such requirement, according to the task force, is the need for funds
'n cover disallowable but justifiable costs.

The Air Force Systems Command Board of Visitors' Ad Hoc Group recog-
.1zed the benefits to be derived from providing management with a limited
lpree of flexibility, in that certain legitimate business expenses are not
1cimbursable under ASPR and, since no other funds are available, must be
«t out of a fee. The Ad Hoc Group recommended that the Air Force and the
ponsored nonprofit corporations work toward a minimum-fee position by de-
~loping sound policies and practices that would allow reimbursement under

‘PR of the majority of the expenses being funded out of fees. The Group

‘nrospace, in commenting on this report, pointed out that, in each of the
bove years, the salary disallowances represented less than one quarter of
| percent of the total wages and salaries paid.
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sStated that, under such a practice, facilities, research, salaries, and
consultant fees should be limited to expenses that can be appropriately
recognized and reimbursed as costs under the contract,

We believe that the cusis allowed by the principles contained in ASPR
are sufficiently broad tu cover most necessary expenses, Consequently,
only limited amounts of fees would be needed to fund other necessary costs.
'hese fees could justifiably be used by the sponsored nonprofits to cover

osts, in reasonable amounts, of activities such as business lunches and
‘imited entertaining, community relations, and interest expense,

We believe that, in order to enable the nonprofit to pay such expenses
and, at the same time, ensure that the expenses ars confined to necessary
'nd prudent costs of doing business, the agency should base the amount of
fees negotiatad on the reasonable needs of the organization, Consequently,
although the fees, once they have been provided, are to be used at the dic~
cretion of the management of the nonpreofit organization, the uses made of
fees should be a factor in the determination of the amount of fees to be
allowed in subsequent years,

3




Fees generally not used

for independent research

The Bell Report supported the payment of fees to nonprofit organiza-
tions for the conduct of some independent, self-initiated research to en-
able the organizations to obtain and hold highly comperLent scientists and
engineers. The study committee saw merit in the argument that these pay-
ments represent incentive to maintain the cohesiveness and the quality of
the organization.

However, our survey showed that some nonprofit organizations had not
conducted any independent research; others had performed some research of
this type but had funded it principally through direct or indirect charges
to contracts; and relatively few had funded an appreciable portion of
their independent research from fee income. Evidently there is little
recognizable difference between the type of research funded as fee-
sponsored and that funded as reimbursable contract costs. It appears
that the overall research effort of these organizations is the attraction
to scientific and engineering personnel.

The Logistics Management Institute has not requested a fee for, or
conducted, an independent research program. Officers stated that LMI had
not reached the point where an internal study and research program was
mandatory in order to keep up with the state-of-the-art.

MITRE ocfficials stated that the purpose of its independent research
program was to investigate ideas with high potential for future applica-
tion within MITRE's mission without having to compete with contract proj-
ects for limited resources. However, MITRE has used less than 14 percent
of its fees for independent research.l Furthermore, in fiscal year 1967
the Air Force negotiated an agreement that 90 percent of MITRE's inde-
pendent research, up to $360,000, would be an allowable contract cost.

Research Analysis Corporation has spent about $2.7 million for in-
dependent research from its inception in 1961 through 1967. However,
about 98 percent of this research has been included as either direct or
indirect charges to Government contracts; only about 2 percent, or
508,000, has been paid rrom fees.

Aerospace conducts three categories of research, one of which is
funded from fee income. Aerospace officials stated that fee-sponsored re-
search generally relates to the long-range aspects of Aerospace's mission
fo provide technical support to the Air Force, whereas the Air Force con-
Iracts for research for which there is a foreseeable need. In the 7 years
from Aerospace's inception through June 30, 1967, the Aerospace Board of
'rustees authorized $2.5 million ancd Aerospace expended $1.8 million on
ee-sponsared research. Aerospace received fees of $21.7 million from the

1-Accardin,‘g, to some of the organizations, notably MITRE and RAC, they plan

to make increased use of fees for ‘independent research but have been un-

able to do so because of the commitment of funds to building programs,
financial stability reserves, etc.
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Government during this period. During fiscal years 1961-64, Aerospace ex-
pended $82,548 on fee-sponsored research.

The congressional hearing in May 1965 questioned the discrepancy be-
tween the amounts of the fee cited by Aerospace as needed for independent
research and the amounts actually spent. Aerospace has informed us that,
during this period from 1961 to 1964,it used fees for financing a large
building program in San Bernardino and El Segundo rather than performing
the independent research intended by the Board of Trustees. Aerospace ex-

pended more than $1.7 million in fiscal years 1965-67 for independent re-
search.

The Institute for Defense Analyses informed us that it undertook re-
search with fees and grants in order to improve the capabilities of the
organization and individual staff members and to contribute to the ad-
vancement of science or public policy. IDA has financed more than 75 per-
cent of its independent research through overhead charges to contracts.
IDA has used about 5 percent of its income from fees for independent re-
search. According to IDA, it has been unable to perform all of its au-
thorized contract research because of the demand for direct contract ef-
fort and the limited manpower available.

One of the four stated objectives of RAND's fee-supported research is
to attract and retain professional employees with appropriate skills.
RAND informed us that it has spent about 33 percent of its net income for
independent research. However, in 1966 independent research represented
less than 2 percent of RAND's total effort. RAND considers all its ef-
forts to be research.

At the Applied Physics Laboratory and the Lincoln Laboratory, all in-
dependent research is funded as an allowable contract cost. At the Jet
Propulsion Laboratory and the Brookhaven National Laboratory, all research
efforts are performed under the respective contracts with NASA and AEC,
and there is no independent research, as such, performed.

At the above organizations, independent research, whether funded
from fees or as contract costs, is generally related to areas of interest
of the Government. We found little or no indication that fee-sponsored
research was more of an attraction for getting and holding scientific per-
sonnel than research funded as a direct contract cost.

The Ad Hoc Group, which made a detailed study of Aerospace and MITRE,
found that a vigorous and balanced research program was essential for
these corporations, part of which should be accomplished at company dis-
cretion. The Group's report recommended that the company-selected portion
be reimbursed under accepted costs of the contract.

General B. A. Schriever, Commander of the Air Force Systems Command
at the time of the Ad Hoc Group study, stated that the nature and content
of about 10 percent of the research program should be decided solely by
the corporation, although the results of the entire program should be
available to the Air Force. He stated also that the independence of this
part of the program was more important than the mechanism by which it was
funded and, if it could be funded as a reimbursable without imposing
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inhibiting restrictions on its content or conduct, he agreed with the rec-
ommendation. As a matter of practical experience, he doubted, however,
that this would be the case.

It does not appear necessary to provide fees for independent research
to accomplish the purposes set forth in the Bell Report. A stated amount
for independent research, such as a percentage of the overall research
program, could be provided for as a reimbursable contract cost. This
amount could be utilized by the nonprofit for research in a manner similar
to the in-house laboratory directors' funds used by DOD. These funds were
established to provide laboratory directors with the ability to initiate
work in areas that they judge to be important and promising. At the end
of each year, the uses made of the funds could be reviewed and the results
made one of the bases for determining the amount of funds to be allowed in
the subsequent year.

Fees used in some instances
for acquisition of facilities

The Bell Report issued to the President in May 1962 stated the posi-
tion that, where nonprofit organizations require facilities and equipment
in order to perform research and development work desired by the Govern-
ment, the Government should either provide the facilities and the equipment
or cover their cost as part of the contract. The Report recognized two
problems.

First, it is generally not desirable for the Government to furnish
funds through fees for the purpose of enabling a contractor to acquire
major capital assets. Second, where the Government has provided facili-
ties, funds for obtaining facilities, substantial working capital, or
other resources to a contractor, it is equitable that the Government

should, upon dissolution of the organization, be entitled to a first claim
upon such resources.

Our survey showed that Government agencies did not follow a consis-
tent practice in furnishing facilities to Govermnment-sponsored nonprofit
organizations, and, in those instances where agencies had furnished fees
to permit Government-sponsored nonprofit organizations to acquire facili-
ties, rights were niot always given to the Government to determine the dis-
position of these assets upon dissolution of the nonprofits.

We found that many of the DOD-sponsored nonprofit organizations had
used fees to acquire capital assets, although the use of fees for this

purpose in recent years has declined as the requirements for facilities
have been filled.

One of the nonprofit organizations cited the restrictions and delays
that may occur in budgeting for and managing Government-owned property.
More general was the feeling that capital assets are part of the attain-
ment of financial independence and operational stability. On the other
hand, the Lincoln Laboratory, Jet Propulsion Laboratory, and Brookhaven
National Laboratory operate in Government-owned facilities.




The MITRE Corporation has acquired $10.7 million in land and facili-
ties from fee earnings and from loans that are repaid from fee earnings.
MITRE has used 69 percent of its fees for this purpose. The Aerospace
Corporation has applied 67 percent of its fees toward acquiring $19.6 mil-
lion of land, buildings, and other assets. RAND and the Applied Phy=ics
Laboralory have utilized 43 percent and 46 percent, respectively, of their
fees and other income, including depreciation and use charges reimbursed
under Government contracts, to acquire facilities.

The Institute for Defense Analyses, Logistics Management Institute,
and Research Analysis Corporation have acquired no land or buildings, but
have utilized 30, 27, and 18 percent, respectively, of their Government
fees for equipment, furniture, and leasehold improvements.

As noted above, three institutions have operated satisfactorily in
Government-furnished facilities. It appears to us that it is not neces-
sary that, to maintain a creative and productive environment, the Govern-
ment furnish fees to organizations for acquiring large amounts of real
property.

Government's rights to capital
assets acquired with fees

As stated in the Bell Report, when the Government has provided facil-
ities or funds to obtain facilities, the Government should upon dissolu-
tion of the organization be entitled to a first claim upon such resources,
In the cases we reviewed, the facilities obtained through fees were in
many instances acquired prior to the issuance of the Bell Report. These
assets are not legally subject to retroactive recapture, except through
voluntary action on the part of the titleholding nonprofit organization.
Attempts have been made by DOD, with some success, to acquire certain resid-
ual rights to these assets, These rights are predicated upon the organi=-
zations' being dissolved. If an organization does not discontinue oper-
ation after the sponsoring agency no longer requires its services, but goes
into other activities, the rights of the Government to the residual value
of the assets may be jeopardized.

The Bell Report stated that the Government's claim on these facili-
ties should be governed, insofar as possible, by the terms of the con-
tracts or, in the case of any newly established organization, by the pro-
visions of the organization's charter.

MITRE and Aerospace have had provisions inserted in their contracts
with the Air Force, designed to protect the Government's interest upon
dissolution of the organizations. The Government's rights are based upon
the organizations' being dissolved when the Government no longer needs
their services. However, rather than dissolve, the organization could,
without approval of the Federal Government, elect to perform commercial
work. It seems that the dissolution clause would then be inoperative and
MITRE and Aerospace could retain indefinitely the land and facilities
paid for entirely out of fees.

Logistics Management Institute has, by supplemental agreement, pro-
vided in its contract with the Office of the Secretary of Defense for the
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remaining corporate assets to be tendered to the Government upon LMI's
dissolution. LMI has acquired no real property and has expended $76,800
for equipment and improvements.

The Navy's contract with Johns Hopkins University for operation of
the Applied Physics Laboratory gives the Government an option to purchase
certain land and buildings held in the name of the University, but ac-
quired with fees and other Laboratory income. We were informed that the
Navy considered obtaining funds in its fiscal year 1970 budget to exercise
the option. Also, the Navy received an alternative proposal from APL that
the Government remove the option in return for a pledge from APL to make
the facilities available for use by the Government for as long as required
in the national interest.

One of the disadvantages of Govermment-sponsored nonprofits' acquir-
ing assets from fees is pointed up by the added cost that the Government
would incur should the Navy exercise the option. The average cost to APL
for 250 acres of land subject to option was about $650 per acre when it
was acquired in fiscal year 1963 and earlier. The valuation in the fiscal
year 1970 budget estimate of the Navy is $6,892 per acre.

The Air Force did not provide Rand Corporation with facilities at
Government expense. RAND informed us that it had accumulated $610,000 in
gross fees from the Government when it received a $1 million grant from
The Ford Foundation, which enabled it to obtain commercial financing and
undertake a building program. However, RAND had an understanding with the
Government that RAND would receive a use charge and thereby recover its
building construction costs on an accelerated basis, which would reduce
the risk that it was taking.

In 1962 RAND rejected an Air Force request to consider amending the
charter to provide that, in the event of RAND's dissolution, the Air Force
distribute the assets. The RAND charter provides that, upon dissolution of
the corporation,the assets are to be distributed in accordance with the di-
rection of The Ford Foundation or, if The Ford Foundation does not exist,
then by decree of the Superior Court of California. RAND has received
funds of nearly $20 million from fees and other income related to Govern-

ment contracts, in contrast to receiving only $1 million from The Ford
Foundation.

The Institute for Defense Analyses and the Research Analysis Corpora-
tion have acquired no real property, but have used fees for equipment and
leasehold improvements. The charter of RAC, and its contract with the
Army , provide that remaining corporate assets be turned over to the Gov-
ernment. RAC has expended about $446,000 for equipment and improvements.
IDA has amended its charter to provide that any assets remaining from
funds paid to IDA as management fees on Government contracts be trans-
ferred to the Government unless a successor organization assumes some of
IDA's responsibilities. 1IDA has expended $1.3 million from fees on equip-
ment and leasehold improvements.




Limited use of capital assets
acquired with fees

At Aerospace we noted that 9.2 acres of land at Cocoa Beach, Florida,
and 38.95 acres of land at San Bernardino, California, having book values
of about $266,000 and $261,000, respectively, were not being utilized in
normal operations. The land at Cocoa Beach and San Bernardino was origi-
nally purchased for possible future corporation expansion. Aerospace
does not contemplate expansion in these areas in the foreseeable future.
The Cocoa Beach land has been put up for public sale. At the time of our
survey, no decision had been made as to the future use or disposition of
the San Bernardino land.

During a previous survey at MITRE, we noted that MITRE owned about 50
acres of land that were not being used, nor were there any plans for fu-
ture use of the land. We pointed out that, if the land were sold, pro-
ceeds from the sale, estimated to amount to about $900,000, could be used
to reduce the cost of financing certain of MITRE's expenditures now being
financed through fees paid under Government contracts.

MITRE replied that the 50 acres were an integral part of its 104-acre
tract, the land had been and would continue to be used in experiments and
test activities, and its probable use and appreciation in value justified
its retention.

During the current survey, the Treasurer of MITRE stated that there
were still no permanent plans for using the land although temporary use
had been made and would continue to be made. We were advised that two tem-
porary antenna towers were being erected on the land for the purpose of
performing certain experiments and a permanent structure (small observatory
had been built.
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PROPOSED GOVERNMENT-WIDE GUIDELINES FOR USE
BY AGENCIES IN CONTRACTING WITH SPONSORED
NONPROFIT ORGANIZATIONS

The results of our survey showed that there were many nonprofits en-
gaged primarily in Government work, operating for all practical purposes
as extensions or adjuncts of the Government, in many cases performing for
a single Government agency. Yet these organizations were operating under
a variety of contractual arrangements, differing as to the allowances of
fees and bases for determining the amount of fees. It appeared to us that
there was a need for a Government-wide policy for the guidance of Federal
agencies in negotiating contracts for the services of nonprofit organiza-
tions sponsored by these agencies.

The policy would be applicable to the so-called sponsored nonprofit
organizations that work primarily for the Federal Government and receive
the substantial portion of their support from one or two agencies, as dis-
tinguished from the private, independent nonprofit institutions.

Therefore, we proposed that governmental policy be established to
provide guidance to agencies in establishing and contracting with
Government-sponsored nonprofit organizations. Our proposals were contained
in a draft report submitted to the 15 nonprofit organizations included in
our survey and to Government agencies expected to have an interest in such
a policy, in order that we might obtain their comments.

We proposed that the policy include guidelines covering those items
that normally would or would not be included in the fee. The policy
should provide that the fees, once they have been determined by negotia-
tion, belong to the contractor. However, to ensure that appropriate use
is made of the fee, we proposed that each year disclosure of the uses made
of the fees should be required and used as a factor for consideration of
the amount of fees to be negotiated in subsequent years.,

We suggested that the Government-wide policy formulated to guide
agencies in establishing and contracting with sponsored nonprofit organi-
zations include consideration of the following:

1. The fee negotiated with sponsored nonprofit organizations should
be designed to (a) enable accumulation of a reserve to provide operational
stability during temporary reductions in contract work, and (b) permit ap-
propriate flexibility in operations.

a. On the basis of our examination of the incidence and length of
contract renewal delays, the level of effort that the nonprofit or-
ganizations have maintained, and the evidence that the Government
agencies will be continuing to arrange for the services of these or-
ganizations, the reserve generally should be limited to an amount re-
quired to maintain operations for a specified short period of time
during which contract renewal is in negotiation or during temporary
reductions in the level of programmed work. The agencies should,
where timely negotiation cannot possibly be accomplished, provide
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that letter contracts be used during periods of contract-renewal de-
lays.

The reserve should not be available for purposes other than
needs to temporarily stabilize operations. Once the agreed level of
stability reserve has been reached, no further amount of fees should
be negotiated for that purpose until the balance falls below the
agreed-to limit. Income earned on such reserves should be considered
in determining future fee allowances. The Government should be given
residual rights to any balance remaining in the operational stability
reserve upon dissolution of the organization.

b. For flexibility in operations, the fee should include a suf-
ficient amount to enable the nonprofit to pay necessary business ex-
penses that are not reimbursable under the procurement regulations.
In view of the lack of competitive restraints, the amount of the fee
negotiated for this purpose should be determined on a minimal basis.

For assistance to negotiators, the guidelines should include ex-
amples of the types of expenses intended to be included in the fee,
such as reasonable business luncheon expenses.

The guidelines should include also examples of expenditures that
are not considered appropriate for recognition in negotiating the
fee. For example, the excess cost arising from the exclusive use of
first-class air travel seems unnecessary in view of the general prac-
tice in industry, Government, and universities of normally using less
than first-class transportation. Similarly, if a nonprofit firm were
to consistently pay salaries in excess of those approved by the Gov-
ernment representative, the excess costs would appear inappropriate
for recognition in negotiating fees, although there may be circum-
stances where exceptions might be considered necessary to permit man-
agerial flexibility.

2. No amount should be included in the fee for independent research.
Where it is considered desirable for the organization to conduct indepen=-
dent research, the contract should specify the amount allowable. The
amount to be paid by the Government should not, however, exceed the actual
costs incurred. The research should relate to the purposes of the organi-
zation, but the nonprofit should have independent authority in selecting the
research to be performed, including the authority to acquire limited facil-
ities needed for such research.

3. No amount should be included in the fee to enable sponsored non-
profit organizations to acquire capital assets. Where a nonprofit con-
tractor requires such assets in order to perform research and development
work for the Government, the Government should either provide them or cover
their cost as part of the contract. As noted above, reimbursable funds
could be utilized by the contractor to acquire limited facilities and
equipment for use in its independent research.

In those exceptional instances where facilities or equipment are ac-
quired by the contractor with fees or other resources provided by the Gov-
ernment, the Government should have contractual rights to these assets upon
dissolution of the organization,
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4. Fees should not be provided for the purpose of enabling the or-
ganization to accumulate its own working capital. Working capital should
be furnished by the sponsoring agency to the nonprofit organization
through use of an advance payment plan or a letter-of-credit arrangement.

5. Where the sponsored nonprofit organization performs services for
more than one agency, one sponsoring agency should be designated to nego-
tiate the fee arrangement. Such a practice would enable the Government
to apply a uniform rate of fee allowance and give one agency the respon-
sibility for determining and monitoring the limits of the fee reserve ac-
cumulations, a control which would be extremely difficult were the orga-
nization to negotiate the fee contracts individually with many different
Government agencies.

Contractor comments and
our evaluation thereof

Replies were received from all 15 of the nonprofit organizations in
response to our request for comments on the draft report. Several of the
organizations did not find it necessary to make significant comments
whereas the others replied at considerable length. 1In all, the letters
and attachments came to more than 100 pages. For this reason, contrary to
our customary practice, we have not included the contractors' comments in
the appendix to this report, but we have incorporated pertinent comments
in specific sections of the report. The major comments received from the
contractors are summarized in the following paragraphs, along with our
position.

Sponsored nonprofit organizations need
financial resources for independence

The sponsored nonprofit organizations which in the past have re-
ceived the greater percentages of fees, primarily the DOD-sponsored non-
profit corporations, expressed the opinion that the proposed guidelines
would limit fees to the point of restricting the organizations' indepen-
dence and objectivity, and, thus, the opportunity for the Government to
receive maximum benefit from these organizations would be jeopardized.

The comments pointed out that these organizations were purposely
created in varying forms to meet the diverse needs of the agencies of the
Government, needs that could not be fulfilled within the Government struc-
ture. These contractors contended that, if fees were limited to the ex-
tent contemplated in the draft report, such standardization would take
away the financial flexibility which had enabled the contractors to main-
tain an independent, objective approach to their sponsors' needs and had
allowed them to attract and retain high-caliber talent to carry out their
sponsors' missions.

We found that many of the various uses to which fees had been put by
these organizations in maintaining this independence--facilities, cash re-
serves, independent research, etc.--had been met by other sponsored non-
profit organizations by means other than a fee. Some of the research and




development organizations included in our survey are operated by univer-
sities or other nonprofit organizations, utilize Government-owned facili-
ties and Government capital, and perform independent research on a cost-
reimbursable basis. It does not appear that it was any more difficult for
these organizations to obtain capable personnel and accomplish their con-
tractual tasks, while receiving a minimal fee or no fee at all, than for
those organizations that claim that their usefulness would be greatly im-
paired without an accumulation of assets from fees.

Sponsored nonprofit organizations need
freedom from Government control

In stating their need for financial resources to ensure meaningful
independence, some of the sponsored nonprofit organizations objected to
being classified as extensions or adjuncts of the Government for the pur-
pose of setting fee guidelines. We believe that any organization that has
been established to serve the Federal Government and is receiving substan-
tially all of its support from the Government must be considered as quasi-
public and, therefore, more subject to Government constraints than a
profit-making organization.

It seems that, as long as the organization retains the status of a
nonprofit whose purpose is to serve the public and does so exclusively
through contracts with the Government, there is a justifiable basis for
establishing guidelines on the purposes for which fees should be allowed,
so that the resources accumulated or acquired through fees from Government
contracts will be kept within limits reasonably required to fulfill the
objectives of these organizations.

Some of the DOD-sponsored nonprofit corporations, maintaining that
they are independent organizations, felt that any Government-wide guide-
lines should be applicable to all nonprofits, including the private non-
profit institutions. However, several of the private, independent nonpro-
fit institutions contended just the opposite, holding that their differ-
ences were significant enough that they should not be treated contractu-
ally or otherwise in the same manner as the Government-controlled and fi-
nanced nonprofits, which obtain their support through a line item in a
governmental agency budget.

Sponsorship offers no assurance
of financial stability

Comments were raised to the effect that the different organizational
structures of the sponsored nonprofits do not lend themselves to the es-
tablishment of uniform rules and, furthermore, the designation as ''spon-
sored" is a label which carries with it no assurance of a stable level of
support for an extended length of time.

We noted, however, that in May 1968 the Director of Defense Research
and Engineering, testifying before the Senate Committee on Foreign Rela-
tions concerning the Federal Contract Research Centers (FCRC's), stated
that DOD or the Services have made an agreement to provide long-term
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support to these institutions. Later in his testimony the Director stated
that:

""*¥** The assurances that the Govermment gives these orga-
nizations are that over the years, as we see ahead, the situa-
tion is not going to change much in these areas of competence.
For example, we see difficulties in the area of strategic or
tactical warfare and, therefore, feel that for at least several
years we will have a need for their services, and for about a
certain level of manpower and, therefore, provided they can
continue to maintain competence and turn out first-class work,
we make a commitment to attempt to fund them at about the same
level of effort. 1Tt is a moral commitment that is made to the
individuals in and for services of these organizations."

In defining the type of commitment made to the FCRC's, the Director
stated:

"Because of their unique value, it has been the policy of
DOD to recognize a responsibility for the stability of support
of the FCRC's.

"In effect, this means an annual determination by DOD of
the support level for that year based on the projected work for
the organization, and informing the FCRC of the level. This is
the level furnished to the Congress in support of the budget."

We also found that DOD and other agencies try to assure the sponsored
nonprofits of long-term support by entering into long-term contracts with
them. Although some of the organizations argued that this assurance was
meaningless since actual funding must be furnished on an annual basis sub-
ject to congressional budget approval, we believe that the distinction
between a reduction in funding and a complete termination of services
should be recognized. The proposed guidelines would provide for the pay-
ment of fees to enable accumulation of reserves for use during periods of
temporary reductions in funding.

We do not believe that fees should be accumulated on the basis that
the efforts of the entire organization may suddenly be dispensed with and
thus the organization will have to be 100-percent self-supporting. None
of the public statements by Government officials have given any indication
that the services of these organizations,individually or as a group, are
in any less demand now than they were at the time they were established.
Furthermore. contractual provisions could be used to indemnify sponsored
nonprofits against possible costs of termination.

Diversification furthers independence
of sponsored nonprofit organizations

Our proposed policy would provide that fees not be allowed for the
purpose of creating a reserve to enable the sponsored nonprofit organiza-
tion to enter other fields of endeavor or to compete in the private sec-
tor for non-Government business. Comments against this proposal were
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received from the DOD-sponsored corporations that have fee accumulations
and/or own their own facilities and, therefore, are in a position to ef-
fect such a transition.

These organizations look upon diversification as another means of
furthering their independence. In the main they felt that limited diver-
sification would initially be of benefit to their principal sponsor by
broadening their capabilities to deal with a wider range of the sponsor's
problems, and ultimately would benefit the Nation as a whole if, when
their services were no longer required by the principal sponsor, the orga-
nizations remained intact and the resources were applied to some other en-
deavor in the public good.

Generally, the replies indicated that, were there transitions, ser-
vices would be furnished to other agencies of the Federal Government, and
possibly, in some cases, to State and local governments. The Research
Analysis Corporation, however, informed us that its Board of Trustees has
amended its charter to provide that RAC can now work for non-Government
agencies in the public interest. Such a change was made after a sugges-
tion by the Army that RAC might wish to work more broadly for clients
without, as well as within, the Government.

We foresee that there would be problems if these organizations that
have operated on Government funds and acquired their capabilities with
Government support were to be allowed to move freely into the private
economy. It appears that were the heretofore sponsored nonprofit organi-
zation to enter into competition with private industry for Govermment or
other business, it would have acquired an unfair advantage over an organi-
zation that had built up its own capital and facilities.

Another of the problems associated with diversification concerns the
possible loss by the Government of claims to assets of these organizations
that were to be effective upon dissolution of the organizations. Several
organizations pointed out that, as long as the diversification consisted
of obtaining other Government sponsors, the Government's claims would be
merely postponed, not negated. It appears to us, however, that, the
broader the range of clients of the nonprofit, the more difficult it would
be for the Government to administer and account for the nonprofit's assets,
and that as a result the ultimate trend would be to let ownership of the
assets remain with the nonprofit., Should diversification ultimately lead
to the nonprofit's having clients outside the Government, there is a
possibility that these assets would be irretrievably lost to the Government.

Sponsored nonprofit organizations need to
conduct research independent of sponsor

The comments from the sponsored nonprofits that have used fees in
varying degrees for independent research generally expressed two points:
(1) the financing of independent research through fees rather than through
reimbursement of contract costs is essential if research is to be truly
independent and (2) the organizations plan to conduct more and more inde-
pendent research as the demands on fee for financial stability decrease.




During our surveyvy we found that some of the sponsored nonprofits con-
ducted all their independent research as o reimbursable contract cost. In
commenting on the draft report, none of these organizations expressed cdis-
satisfaction with this arrangement. George Washington University, which op-
erates HumRRC, specifically concurred that no fee should be provided, rather
independent research should be authorized on a reimbursable basis. Other
organizations conducted mixtures of fee-sponsored and cost-reimbursable in-
dependent research; in most cases both related to arecas of interest of Gov-
ernment Sponsors.

We found some iadication that the declaration of the need for fees for
conducting independenlL research was related to the objective of preparing
for future diversification of activities, to inciude in some cases non-
Government activities. [n a previous section of this report, we pointed
out the inequities that would result from a sponsored nonprofit organiza-
tion's shifting its field of endeavor, and stated our belief that fees
should not be provided to permit this to happen. Therefore, we see little
need to conduct independent research of a nature which would be so unre-
lated to tasks for the benefit of the Government that it could not be
charged to a Government contract.




Agency comments and our evaluation thereof

Comments were received from eight Government agencies concerning the
proposed establishment of fee guidelines. The Chairman, Civil Service Com-
mission, commented orally that he concurred generally in our findings and
conclusions., The replies from the other seven agencies are summarized in
this section, by agency, and the letter from each agency is included in
its entirety as an appendix to this report.

Some of the objections raised by the nonprofit contractors, and dis-
cussed previously, were also voiced by one or more of the Federal agencies.
In these instances, the positions of the agencies are presented without our
further evaluation. Where new viewpoints are presented, we have added our
comments.

Department of Defense

The Director of Defense Research and Engineering commented on the
guidelines proposed in our draft report, by letter dated April 24, 1968.
(See app. IIL.)

The Director prefaced his comments specifically related to the con-
tents of the draft report by noting that there was no evidence in the re-
port that DOD-sponsored nonprofit organizations were applying fees to un-
warranted classes of use or were expending fees within these classes in un-
lawful or irregular ways. The Director also recognized in his comments
that no GAO investigation had been specifically conducted in regard to
these aspects of the payment of fees to nonprofits. 1In view of the limited
scope of our survey, we cannot affirm that the DOD-sponsored nomprofits
have, or have not, used their fees with the propriety implied by the terms
used ahbove.

DOD does not concur that the Congress should prescribe guidelines as
proposed. DOD points out that, after extensive study, it adopted the mod-
ified weighted guidelines approach to the negotiation of fees and that this
procedure has not been in effect for a sufficient period to assess its ef-
fectiveness. DOD states that the draft report implies that the needs ap-
proach to setting fees is the only acceptable one, in contrast to modified
weighted guidelines which DOD adopted specifically to offset some of the
weaknesses the needs method was considered to have.

DOD's primary objection to negotiation of a fee based on need is that
it fails to give recognition to merit, excellence of effort, past achieve-
ments, and other such factors. We believe that these considerations should
be recognized in the case of profit-making companies that have an obliga-
tion to their stockholders to try to command greater fees through excel-
lence. We believe also that these considerations are pertinent to indepen-
dent nonprofit organizations, whose existence and growth is dependent on
doing a better job than the organizations with which they compete for their
contracts.

As for Government-sponsored nonprofits, the reason for the existence
of these organizations is usually attributed to their ability to attract a
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body of high-caliber talent that would otherwise not be available within
the Government. In our opinion, the prime prerequisites for attracting and
maintaining a body of top talent are such factors as attractive salaries,
an environment conducive to creative endeavor, challenging assignments,
etc. We doubt that the employees generally have knowledge of the amount or
rate of contract fees received by the employing organization. We doubt
that, in fact, the employee is concerned whether the costs of these induce-
ments are being funded from fees or reimbursed as contract costs.

Once it has been determined how much the Government-sponsored non-
profit requires in the way of funds to maintain a normal degree of stabil-
ity, the requirement for a fee becomes the amount needed for those require-
ments that cannot be funded as contract costs. It seems that to pay a fee
that is in excess of basic needs would not be the most economical use of
Government funds and would result in the nonprofit's either spending unnec-
essarily or accumulating excess reserves.

DOD stated that it has a continuing concern with the accumulation of
assets by sponsored nonprofit organizations and cited an instruction to DOD
activities sponsoring such organizations to review their capital accumula-
tions at least once every 3 years. The results of these reviews are to be
forwarded to the Deputy Secretary of Defense, identifying any amounts that
appear to be unreasonable or unwarranted and advising what action has been
taken.

DOD issued this memorandum in connection with its approval of the use
of modified weighted guidelines, apparently to minimize any accumulation of
fees negotiated under this method. However, the memorandum issued by the
Deputy Secretary provides no guidance as to what constitutes an "unreason-
able or unwarranted" accumulation, or what action is expected of the agency
identifying what it believes to be such an accumulation,

It seems that, since DOD follows the policy that a fee, once it has
been negotiated, belongs to the contractor, the agency's action would be
limited to adjusting fees in some subsequent year or years, which in turn
would require an adjustment to the modified weighted guidelines negotiation
for recognition of fees already allowed in excess of reasonable needs. We
believe, however, that it would be better not to provide unneeded funds
that would result in an accumulation of assets and require subsequent ad-
justment. In our opinion the needs approach to negotiating fees would ac-
complish this objective.

Atomic Energy Commission

The General Manager of AEC commented on our draft report, in a letter
dated April 9, 1968, (See app. IV.) AEC did not agree that there is a need
for Govermment-wide guidelines for Government agencies in negotiating fees
with Govermment-sponsored nonprofit organizations. AEC states that spon-
sored nonprofit organizations provide a degree of independence in scien-
tific and technical operations that contributes to the Government agencies'
ability to carry out their programs and, as essentially separate entities,
are entitled to a commensurate degree of independence and flexibility, AEC
states also that, consistent with this concept, fees should be paid to
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these organizations to permit them a certain amount of latitude regarding
costs that may be incurred.

AEC feels that it would not be practical or feasible to develop a
Governmenc-wide fee policy which would be appropriate for all situations
and that the considerations upon which fees are based will and should vary
with the different types of nonprofit organizations and the different envi-
ronments in which they operate. AEC is therefore concerned that such a
policy may have the effect of reducing the nonprofits' independence and
flexibility and would be inconsistent with the nature and purpose of these
organizations.

AEC agrees with the objective of keeping fees reasonable but believes
that the best way to attain this objective is for each agency to carefully
review the details that the organizations submit in support of their re-
quests for fee, to determine if the items included are reasonable in rela-
tion to such factors as the type of organization, mission, local condi-
tions, and past experience. AEC urges that, if adoption of a Government-
wide fee policy is recommended by GAO, such a policy be stated in broad
terms that provide sufficient flexibility to meet the varying needs of the
different nonprofit organizations and their sponsoring agencies.

We find that the AEC objectives are in consonance with the objectives
sought through the use of the proposed Government-wide guidelines. How-
ever, AEC favors allowing each agency to set its own guidance by which to
determine the reasonableness of requests for fees.

In AEC's case, the proposed guidelines may appear to be unnecessary,
but,it seems that, Government-wide, the use of weighted guidelines, worth-
of-task, historical, and other bases, with the resulting accumulations of
land, buildings, and cash reserves, calls for setting forth guidelines lim-
iting the extent to which the Government should participate in making these
organizations financially independent.

National Aeronautics and Space Administration

NASA commented by letter dated April 5, 1968 (app. V) that it appeared
desirable to evaluate the results obtained in relation to the various ar-
rangements between agencies and nonprofits before attempting to establish
statutory criteria on fees. NASA stated that, in carrying out its pro-
grams, it had established relationships with industrial, university, and
Government institutions so that the capabilities of these established in-
stitutions to do NASA's work, as well as other work, had been simulta-
neously strengthened.

NASA observed that nonprofit organizations do not readily lend them-
selves to easy classification; for example, the California Institute of
Technology cannot be considered a nonprofit organization sponsored by the
Government. Also, Caltech informed us that, since there is but one corpo-
rate entity--the Jet Propulsion Laboratory is a division of the Institute--
it was concerned about being subject to rules established for contractors
that are not independent and are considered to be sponsored by the Govern-
ment.



We believe that in actual operation the Caltech-JPL fee arrangement
with NASA closely resembles the fee arrangements envisioned by the proposed
guidelines. JPL is operated in Government facilities, and direct and indi-
rect costs of operation are reimbursed under Caltech's contract with NASA.
Although Caltech's management fee is not determined on the needs basis, its
negotiation gives consideration to many pertinent factors that NASA person-
nel consider to be reasonable and justifiable in relation to Caltech's op-
eration of the Laboratory. Consequently, it appears that the establishment
of such guidelines would have little, if any, effect on the relationship
between Caltech-JPL and NASA.

We have no comparative information on the results obtained from the
various arrangements between nonprofits and agencies. We doubt that such
data, if available, would show a correlation of the relative competence and
achievements of each organization to the fees allowed. Many of the highly
respected organizations included in our survey received little or no fee,
Also, we believe that it would be nearly impossible to measure the relative
difficulty of the tasks performed by the many Government nonprofit organi-
zations.

As long as there are no uniform criteria for determining fees, each
agency may award fees on its own bases, including incentives for excel-
lence, which may or may not be justified in the light of work accomplished
by other organizations for a minimum fee. In our opinion, fees for spon-
sored nonprofits should be based on the needs of the organizations and
should include limited amounts to cover those necessary and prudent costs
of doing business that are not allowable under their contracts.

National Science Foundation

The Director of NSF informed us by letter dated May 14, 1968 (see
app. VI), that the Foundation agreed with the recommendation that a state-
ment of governmental policy be enacted to provide guidance to Government
agencies in negotiating fees with Government-sponsored nonprofit organiza-
tions. In his judgment, any such policy should be sufficiently flexible to
recognize different contractual arrangements and corresponding differences
in relationships and responsibilities between the Government agencies and
each contractor organization,

It is the Director's further judgment that one of the primary consid-
erations in the negotiation of fees with nonprofit organizations is the re-
lationship existing between the Government and the nonprofit organization.
'his relationship is influenced by the extent to which the organization is
dependent upon Government funding for its programs.

NSF believes that, if the organization is only incidentally engaged in
work for the Government, the fee negotiations should be conducted within
the policies presently established for negotiations with commercial organi-
zations but, if the nonprofit organization derives essentially all of its
revenues from programs supported by Government agencies, the fee negotia-
*ions should be conducted within the framework of a policy developed spe-
cifically for nonprofit organizations.
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Therefore, NSF suggests that any policy guidance that is developed
should be applicable to any nonprofit organization that derives essentially
all of its revenues from programs supported by Government agencies and
should not be limited to so-called sponsored nonprofit organizations. This
would permit the policy to be used in negotiating fees with organizations
that are primarily dependent upon Government funding, even though in this
report they are identified as independent and do not fall within the cate-
gory of a sponsored nonprofit organization,

NSF believes that any policy should be flexible, because the relation-
ships with, and the responsibilities to, nonprofit organizations sponsored
by, or primarily dependent upon, the Government differ within and between
Government agencies. Where different relationships and responsibilities do
exist, the basis upon which a fee should be determined and what constitutes
the appropriate use of such a fee may differ significantly.

NSF's policy provides that fees under the contracts for the National
Research Centers shall be determined on a need basis; a fee, once it has
been paid to the contractor, becomes a corporate asset; and contractors are
required to submit annually information on their fee expenditures, for re-
view and use in determining fees prospectively. NSF recognized that strict
application of such a policy could present problems to other Government
funding agencies when faced with different circumstances, and would even
present problems to the Foundation in attempting to negotiate fees under
its cost-reimbursable contracts with nonprofit organizations.

NSF suggests that it might be advisable in any policy that may be de-
veloped to discontinue the term "fixed fee" and use some other title such
as "corporate fee'" or ''management fee."

NSF concluded by endorsing our survey of fees of nonprofit organiza-
tions and stated the belief that the survey would be helpful in initiating
a policy study and ultimately establishing guidelines beneficial to agen-
cies concerned with such organizations. The Director informed us that NSF
would be pleased to participate in any study which may be necessary to es-—
tablish a Govermment-wide policy to provide guidance to Government agen-
cies in negotiating fees with Government-sponsored nonprofit organizations.

Office of Science and Technology

The Director, in a letter dated June 3, 1968 (app. VII), informed us
that the draft report in general came to sensible conclusions. He ex-
pressed particular agreement with recommendations that the negotiated fee
should provide a financial reserve for operational stability and for flexi-
bility by permitting payment of necessary business expenses not reimburs-
able; that the Government should have contractual rights, upon dissolution
of organizations, to capital assets acquired with Government resources; and
that fees should belong to the contractor but that the contractor be re-
quired to fully disclose its use of fees,

The Director stated that, he believed that if a uniform statement of
Government policy was needed, it would be appropriate to make this a man-
agement issuance, along the lines of a Bureau of the Budget Circular,



rather than enact legislaticn for this purpose. Also, in any case, he
hoped that any statement would avoid excessive inhibition of the flexibil-
ity which the concept of the Government-sponsored nonprofit organization is
intended to provide.

Department of Health, Education, and Welfare

HEW informed us by letter dated April 3, 1968 (app. VIII), that it
agreed that there was a need for Government-wide guidelines on establishing
and contracting with sponsored nonprofit organizations. HEW has only a
relatively small dollar volume of business with organizations such as those
identified as the Federal Contract Research Centers. Also, HEW does not
generally create corporations to carry out its programs, although some may
be created as a result of program support which HEW provides. Neverthe
less, HEW found that the report raises policy issues that have implicatiuus
for and relevance to HEW's general relationships with nonprofit organiza-
tions and there is much in the report with which it concurs.

In fact, HEW would go further than the proposed guidelines and sug-
gests that there is a necessity for establishing guidelines on dealing with
all nonprofit organizationz which derive the preponderance of their support
from the Federal Government. Such guidelines might include standards for
evaluating the financial responsibility of such organizations and a mecha-
nism for a coordinated approach to such evaluation where support is derived
from several Federal agencies.

HEW stated that it appeared inappropriate to base the amount of the
fee on an analysis of how the fee was being or had been used; that this was
inconsistent with normal fee concepts, which regard a fee as return on in-
vested capital and reward for risk and enterprise; and that it would be un-
wise to create a potential for blurring the distinction between fees and
costs.

As pointed out in the Bell Report, the reason for paying a "fee'" to
nonprofit organizations is quite different from the reason for paying a fee
to profit-making contractors. In our opinion, there is a significant dif-
lerence between the normal Government/contractor relationship and the re-
lationship existing between the Government and its sponsored nonprofits.
T'he sponsored nonprofit in most instances does not invest any capital of
its own initially, and any subsequent investment is usually provided by the
tiovernment, although indirectly, through fees.

Recognizing that fees, once they have heen negotiated, belong to the
vontractor and that it is the contractor's choice as to how the fees are
pent, we believe that there must be some control over the amount of fees
that the sponsored nonprofit receives. We question whether fees can be
justified for purposes other than to stabilize operations on a short-term
llasis and to provide a limited amount of flexibility in operations. The
l'ell Report did not intend for the Government to lose claim to its invest-
went in nonprofits; on the contrary its findings show that, where the Gov-
crnment has provided facilities, funds to obtain facilities, substantial
working capital, or other resources to the contractor, it is equitable that
the Government should be entitled to first claim to these resources upon
liseclution of the organization.
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We believe that it is just as important that these organizations not
tie up the Government's resources over periods of time pending some indefi-
nite dissolution date. Assets not essential to the performance of the or-
ganization's mission for its Government clients should be restricted, and
the providing of fees on a needs basis tends to hold accumulations in
check. It is obviously easier not to provide the resources in the first
place than to prove them excessive and exercise a disputable claim at a
later date.

Department of Housing and Urban Development

In a letter dated April 23, 1968 (app. IX), HUD replied to our request
for comments on the draft report. HUD concurred with many of our recommen-
dations, but suggested several matters for further consideration.

HUD believes that additional consideration should be given to the mat-
ter of flexibility in operations so that the negotiated fee would not be
designed to reimburse the nonprofit organization for unreasonable costs not
allowable under Government cost reimbursement contracts. Also, the guide-
lines should give careful consideration as to what items should be included
in overhead costs as distinguished from nonallowable costs. HUD feels that
use of either of the terms '"development'" or '"'general support'" allowance
would be preferable to the continued use of "fee."

HUD believes that the guidelines should also contain criteria that
will define sponsored nonprofit organizations as distinguished from those
that are not sponsored and under what conditions they would change from one
category to another.




\WVISABILITY OF ESTABLISHING
«()VERNMENT INSTITUTES

One of the conclusions of the Bell Report was that a new kind of Gov-
rnment research =7 development establishment was promising enough to war-
rant further study. The establishment, which might be called a Government
fhstitute, woeuld provide a means of reproducing within the Government
tructure some of the most positive attributes of the nonprofit corporation.
ihe objective of establishing such an instrumentality would be to achieve
‘i the administration of certain research and development programs the kind
«f flexibility obtained by Government corporations and yet retain effective
public accountability and control.

The Bell Report proposed that each Institute be created pursuant to
uthority granted by the Congress and be subject to the supervision of a
~abinet officer or agency head. It would, as a separate corporate entity
lirectly managed by its own Board of Regents, enjoy a considerable degree
f independence in the conduct of its internal affairs. An Institute would
have authority to operate its own career merit system and to establish a
ompensation system based on the comparability principle, and would have

road authority to use funds and to acquire and disposc of property.

In view of the continuing and growing use of nonprofit organizations
v assist Government agencies in carrying out their missions, we suggested
n our draft report that consideration be given to establishing Government
Institutes to meet future needs. Following is a summary of the comments
rceived on the suggestion.

\nmtractor and agency comments

Seven government agencies and three nonprofit contractors offered com-
vents on the proposal, generally agreeing that consideration of the estab-
lishment of Government Institutes seemed warranted, Some of these organi-
‘ations withheld unqualified support in the absence of knowledge as to how
the utilization of Government Institutes would affect the existing
Lovernment-sponsored nonprofit organizations.

One organization was concerned that the proposal might intend that

he creation of Government Institutes be accomplished by converting the
ponsored nonprofits to Government Institutes and felt that this should not
|+ the approach to take until there had been opportunity for appropriate
omparison. Several agencies, although supporting the idea of Government
netitutes, did not wish to be restricted to the sole use of Institutes for
leir research efforts and opposed Institutes as a replacement for, or con-
worsion from, sponsored nonprofit organizations.

We recognize that the existing Government-sponsored nonprofit organi-
ations are, in the opinion of the sponsoring agencies, performing essen-
I ial functions, and we are not suggesting that they necessarily be replaced
v, or converted to, Government Institutes. Our proposal is directed to-
.ird the establishment of Government Institutes in lieu of the creation of
viditional sponsorad Government nonprofits in the future. It is of course
onceivable that, if Government Institutes are authorized and prove
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effective, some of the present nonprofits will eventually be converted to
or replaced by such Institutes.

Several of the Government agencies that conceivably could need the as-
sistance of some type of nonprofit organization in the future were recep-
tive to a study of the possibilities of using Government Institutes. Some
felt that the matter should be handled separately from a study of nonprofit
fees. We agree that the matter of establishing Government Institutes would
require a study involving considerations beyond those involved in establish-
ing guidelines on fees for nonprofits. In this connection, representatives
of BOB and CSC stated orally that they believed such a study should be made
as a follow-up to the Bell Report.

One contractor pointed out that, when the idea of a Government Insti-
tute was originally proposed in 1962, there was a feeling that this new
type of organization might lead to new problems and existing conditions did
not warrant their use. However, the recent increased use of nonprofit or-
ganizations to serve nondefense needs of the Government seems to indicate
that conditions have changed.

Another indication of change in conditions involves the significant
actions that have been taken since the issuance of the Bell Report to
strengthen the competence of Government research and development laborato-
ries, For example:

1. Salary levels of professional personnel have been raised substan-
tially and are now more closely comparable to salary levels of outside or-
ganizations, and more flexibility has been provided to the laboratories,
which enhances their ability to attract and hold first-class scientists and
technicians.

2. Directors of Army, Navy, and Air Force research and development
laboratories have been authorized to use a portion of their annual budgets
for work they consider to be of promise or of importance, Unlike that of
the regular laboratory programs, this work is exempt from prior approval
or review at higher levels. Instead, the results of the work financed by
the Laboratory Director's Fund are reviewed annually through presentations
directly to the Assistant Secretary for Research and Development of the
cognizant Military Department.

3. An office of laboratory management, headed by a competent scien-
tist, was established within the office of the Director, Defense Research
and Engineering, to act as a focal point for all DOD research and develop-
ment activities. Also, in each Military Department a highly qualified
scientist or engineer was appointed to represent the research and develop-
ment laboratories at the Department level,

4, Laboratories have been reorganized into new weapon centers and now
have major assignments in threat analysis and development of requirements,
planning for future weapons, assessment of vulnerability of proposed major
systems, and other important roles in the research and developing cycle.

A third factor indicating a change in conditions since the issuance
of the Bell Report is the emergence of numerous profit-seeking companies




having analytical competence., There are now over 30 such organizations in
the Washington area alone.

Therefore, we believe that a special follow-up study to the review
which led to the 1962 Bell Report should be conducted., This study would
consider what types of organizations could best assist the Government in
fulfilling its research and development missions, The desirability and
feasibility of establishing Government Institutes should be a part of
this evaluation. Also, such study should include criteria as to the cir-
cumstances under which such work should be performed within the Govern-
ment, by sponsored nonprofit organizations or by other organizations,




CONCLUSTIONS

Nonprofit organizations created for continuing Government work and
supported predominantly by the Government, are sometimes referred to as ad-
junct organizations, or in some instances, as captive corporations. Yet
these organizations enjoy a flexibility and independence generally not pos-
sible in a Government organization and are free from many of the restric-
tions and limitations placed on Goverrmment agencies and personnel.

Widespread recognition has been given to the claim that this indepen-
dence is necessary if these organizations are to serve their sponsoring
agencies with objectivity. We found that the organizations claim that ob-
jectivity is achieved through financial independence, being able to accept
or reject sponsors' assigned tasks and render decisions free from agency
bias. Financial independence in this context means accumulated fees and
other resources obtained through fees.

These organizations claim also that diversification of interests and
endeavors furthers objectivity and thereby provides the nonprofit with a
broader view and greater knowledge with which to meet the sponsors' prob-
lems. They contend that, fees should be looked upon as the source of funds
to support such a program.

We believe that such organizations must of necessity be subject to a
certain amount of Government supervision. It seems that the use of fees
for diversification is one example of an area that requires control if the
Government's interest is to be protected. On the other hand, the flexibil-
ity of these organizations should not be so restricted as to destroy the
characteristics that make it possible to perform assignments capably.
Otherwise, there would be no justification for their existence. We believe
that there must be a reasonable balance between control in the Government's
interest and flexibility of operations in order for the organization to
capably serve to the ultimate benefit of the Government.

In our opinion, the proposed guidelines should enable Government
agencies to achieve this balance and obtain the services of these nonprof-
its at the lowest possible cost that would permit them to function compe-
tently. The management allowances, of course, would continue to be de-
termined through negotiations, in accordance with normal contract pro-
cedures.

The guidelines would provide for negotiation of management allowances
in order to create limited reserves that would enable the sponsored non-
profit organizations to maintain a stable level of operation. Although
they have experienced occasional fluctuations in workload, such as cutbacks
caused by a reduction in the annual appropriation or shifts in particular
tasks to be performed, over the long term these organizations have shown a
marked degree of growth and stability.

We saw no indication in the statements of agency officials that the
need for the services of these organizations would decline in the future.
However, we see no reason why, in those instances where sponsored nonprof-
its are concerned about the possibility of contract terminations,




Government agencies should not mitigate the impact of such possible termi-
nations by contractual provisions. Under the proposed guidelines, manage-
ment allowances would not be provided for reserves sufficient to finance a
complete reorientation upon an unexpected termination, since there is little
likelihood that such an event would occur without ample notice and provision
by the sponsoring agency.

Also management allowances would not be provided to the extent that
would permit these organizations to accumulate reserves to finance a shift
to other fields of endeavor and to compete in the private sector for non-
Government business.

All costs allowable under applicable cost principles of Government
procurement regulations would be reimbursed under Government contracts, and,
under the proposed guidelines, allowances would be provided in limited
amounts to meet necessary and prudent costs of doing business that are not
allowable as contract costs.

In summary, we question whether management allowances should generally
be provided to sponsored nonprofits for purposes other than stabilizing op-
erations on a short-term basis and providing limited flexibility in opera-
tions.

RECOMMENDATIONS

We believe that the subject of the proper role of Government-sponsored
nonprofit organizations is of sufficient importance to warrant a
Presidential-directed interagency or commission study. As an alternative
we recommend :

1. That the Bureau of the Budget prescribe Government-wide guidance to
agencies in establishing and contracting with sponsored nonprofit
organizations, designed to enable Government agencies to achieve a
balance between the flexibility needed by the organization to per-
form capably and the amount of Government supervision required.

The guidelines should limit the management allowance to the amount
needed to enable the organization to accumulate a reserve to pro-
vide operational stability during temporary reductions in contract
work and to pay prudent business expenses not otherwise reimburs-
able. Income earned on such reserve should be considered in deter-
mining the amounts of future management allowances. Also, the
guidelines should include samples of the types of business expenses
to be paid from the reserve and examples of those expenses that are
not allowable.

The allowance should not include any amount for independent re-
search, since such research, when considered desirable, should be
authorized as an allowable cost. Also, the allowance should not
include any amount for acquisition of capital assets since they
should be provided by the Government or covered in the contract as
an allowable cost. Similarly, allowarmces should not be provided
for accumulation of working capital since the sponsoring agency
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should furnish the working capital through use of an advance-
payment plan or a letter-of-credit arrangement.

The guidelines should provide, that, in those exceptional cases
where facilities or equipment are acquired from fees or other re-
sources provided by the Government, the Government have an enforce-
able equity in the assets. A similar provision should be made for
assets held in the form of a stability reserve. The guidelines
should also specify the circumstances under which the Govermment
would exercise its rights to these assets, such as dissolution of
the organization, discontinuance of sponsorship by the Government,
or reduction of the Government's contracts to the point where they
no longer represent the preponderance of the organization's sales.

That the Bureau of the Budget and the Civil Service Commission con-
duct a study to follow up on the findings of the Bell Report with
respect to what types of organizations could best assist the Gov-
ernment in fulfilling research and development missions.

This study should include consideration of the desirability and
feasibility of establishing Government Institutes to meet future
needs of Government agencies. Such study should include criteria
as to the circumstances under which research tasks should be per-
formed within the Government, by a sponsored nonprofit organization
or by other organizations, such as independent nonprofit research
institutions, educational institutions, and profit-seeking
companies.




SCOPE OF SURVEY

Our survey was conducted at 15 nonprofit contractor locations: 12
nonprofit organizations sponsored by DOD, AEC, or NASA and three indepen-
dent nonprofit institutions. A list of these nonprofit organizations is
included as appendix I of this report. Also, we obtained information on
the use of nonprofit organizations by other agencies, including HEW and
NSF.

We inquired into the practices of Govermment agencies in the payment
of fees to nonprofit organizations and the methods used to establish the
emount of fee when fees were allowed; the uses made of fees by nonprofit
organizations; the extent to which Govermment fees were used by nonprofit
organizations to conduct independent research and the measures taken by
the Government to direct the research into areas of interest to the Govern-
ment; the extent to which fees have been provided by the Govermment in order
for the nonprofit organizations to acquire facilities, and the rights the
Government has to these assets upon contemplated disposition of the assets
or dissolution of the nonprofit organizations; and the justification of the
nonprofit organizations' need to retain fees and accumulate cash reserves
for use as working capital and for financial stability in times of contract
interruption or termination.
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APPENDIX I
Page 1
NONPROFIT ORGANIZATIONS AT WHICH INFORMATION

WAS OBTAINED FOR OUR SURVEY

Annual Effort

operating for Income from Government fees

level sponsor Amount
Organized (in millions) Sponsor (note a) Period (in millions) Rates

 GOVERNMENT SPONSORED
. NONFROFIT ORGANIZATIONS:
Aerospace Corporation,
El Segundo, Califor-
nla 1960 § 73 Air Force 99% 1961-67 $21.7 3.5%-6.0%
Institute for Defense
Analyses, Arlington,
Virginia 1956 15 DOD 100 1963-67 2.8 4.1-5.4
Logistics Management
Institute, Washing-
ton, D.C. 1961 1 DoD 100 1962-67 .3 4.3-6.0
Research Analysis Cor-
poration, Mclean,
Virginia 1961 12 Army 83 1962-67 2.4 4.7-5.0
The MITRE Corporation,
q Bedford, Massachu-
¢ setts 1958 38 Air Force 95 1958-67 14,2 3.0-6.6
[ The Rand Corporation,
Santa Monica, Cali-
fornia 1948 22 Air Force 70 1948-66 13.6 4.7-6.0
Applied Physics Labo-
ratory, Silver
Spring, Maryland
(note b) 1942 50 Navy 90 1942-67 14.3 AVG. 3.1
Brookhaven National
Laboratory, Upton,
| New York (note b) 1946 48 AEC 80 1963-67 2:3 1.0-1.3
| Center For Naval Anal-
yses, Arlington,
Virginia (note b) 1962 9 Navy 100 1964-67 1.0 2.9-5.4
Human Resources Re-
j search Office,
Alexandria, Vir-
i ginia (note b) 1951 4 Army 90 - No Fees (note c¢) -
‘ Jet Propulsion Labo-
ratory, Pasadena,
NASA

B California (note b) 1939 210 99 1961-67 8.7 0.6-0.8
1 Lincoln Laboratory,
\ Lexington, Massachu-

setts (note b) 1951 64 Alr Force 50 - No Fees -

"a-pn-nu only the effort for the sponsor specified on this schedule. Most of these nonprofits perform all,
. or practically all, their work for Government agencies.

"tcov-rm-nt sponsoring agencies contract with educational organizations for the operation of these nonprofits.

"’Bq,hming July 1, 1967, contract provides for amount equal to about 1 percent of estimated overhead costs, to
 be used as a Director's fund. {(See p. 35.)
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NONPROFIT ORGANIZATIONS AT WHICH INFORMATION

WAS OBTAINED FOR OUR SURVEY

Fees on Government contracts
of

Sales to Government total
income  Average

Amount
Organized Period (in millions) Percent Period Amount (note b) rate

INDEPENDENT NONPROFIT
INSTITUTIONS :
Stanford Research
Institute Menlo
Park, Califor-
nia 1946 1966 843 80%  1964-66 $7.7 million 72% 6.67%
The Franklin In-
stitute, Phila-
delphia, Penn-
sy lvania
(note a) 1824 196467 18 B89 196467 898,000 87 5.2
Woods Hole Ocean-
ographic Insti-
tution, Woods
Hole, Massachu-
setts 1930 1964-66 25 100 1964 -66 720,000 40 4.3

nngres represent Franklin's laboratory rescarch contracts only; does not include fees from contract for
operating CNA or income from activities in which the Government does not participate.

bTotnl income includes, to the extent applicable, fees on Government and commercial contracts, endowment
income, donations, membership feen, etc.
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PRINCIPAL OFFICIALS OF
THE DEPARTMENT OF DEFENSE
THE UNITED STATES ATOMIC ENERGY COMMISSION, AND
THE NATIONAL AERONAUTICS AND SPACE ADMINISTRATION
RESPONSIBLE FOR THE ADMINISTRATION
OF ACTIVITIES INCLUDED IN THIS SURVEY

Tenure of office_

From To
DEPARTMENT OF DEFENSE
SECRETARY OF DEFENSE:
Clark M. Clifford Mar. 1968 Jan. 1969
Robert S. McNamara Jan. 1961 Mar. 1968
DIRECTOR OF DEFENSE RESEARCH AND ENGINEERING:
John S. Foster, Jr. Oct. 1965 Present
Harold Brown May 1961 Oct. 1965
ASSISTANT SECRETARY OF DEFENSE (INSTALLATIONS
AND LOGISTICS) (formerly Supply and
Logistics):
Thomas D. Morris Sept. 1967 Present
Paul R. Ignatius Dec. 1964 Sept. 1967
ATOMIC ENERGY COMMISSION
CHAIRMAN:
Glenn T. Seaborg Mar. 1961 Present
GENERAL MANAGER:
R. E. Hollingsworth Aug. 1964 Present

NATIONAL AERONAUTICS AND SPACE ADMINISTRATION

ADMINISTRATOR :
Thomas O, Paine (acting) Oct. 1968 Present
James E, Webb Feb., 1961 Oct., 1968
DEPUTY ADMINISTRATOR :
Vacant Oct, 1968 Present
Thomas 0, Paine Mar, 1968 Oct, 1968
Vacant Jan, 1968 Mar, 1968
Robert C, Seamans, Jr. Dec., 1965 Jan, 1968
Hugh L, Dryden Oct, 1958 Dec. 1965
ASSOCTATE ADMINISTRATOR FOR ORGANIZATION AND
MANAGEMENT :
Harold B. Finger Mar, 1967 Present
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DIRECTOR OF DEFENSE RESEARCH AND ENGINEERING
WASHINGTON. D C. 20301

Mr, William A. Newman, Jr. 24 AFR 1968
Director, Defense Division

U. 8. General Accouniing Of'fice

Washington, D. C.

Subject: GAO Draft Report of February 12, 1968,
"Survey of Fees of Nonprofit Organizations"

Dear Mr. Newman:

We have reviewed the subject draft report and, although we recognize no
GAD investigation was specifically conducted in regard to the following,
we are pleased to note that there is no evidence in the report to suggest
that:

a. The various classes of use to which the DoD sponsored not-for-
profit. (FCR(') organizations are applying their fee monies are
unwarranted, and

b. TFees are being expended within these classes in unlawful
or irrepgular ways.

We are also pleased to note that the GAO agrees that it is appropriate
that those funds which are furnished to FCRC's as a "fee" be expended at
the discretion of the FCRC managements, subject to disclosure of use and
t.o some degree of consideration in subsequent contract negotiations.

Specific comments on the Report are as follows:

a. The Report implies that the "needs" approach to setting fees is
the only acceptable approach, in contrast to the modified weighted
guidelines approach now in use throughout DoD under ASPR 3-808.2.
Your attention is called to the fact that this latter approach
was adopted in late 1966 specifically for the purpose of offsetting
some of the weaknesses the "needs" approach was considered to have.
Our primary objection to negotiation of fee based on need is that
it fails to give recognition to merit, excellence of effort, past
achievements, quality of effort, and other such factors.

We continue to be concerned with the accumulation of assets by
"sponsored" nonprofit organizations. This concern has prompted
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us to instruct DoD activities sponsoring such organizations to
provide to the Deputy Secretary of Defense periodic reports
identifying capital accumulations which appear to be unreason-
able or unwarranted and advise him of the action taken to
correct the conditlor. These reports will serve as a basisz for
reviewing the adeguacy of our policies.

bt. Dol does not concur that the covering of certain desigrnated
classes of PCRC expenses a cost-reimbursable basis rather
than by fee automaticzily gives DoD bettsr or more degirsbls
control over these expenditures Nor does it concur that
FCRC manugement discretion regarding certain types of other-
wize discretionary ex prﬁi arer shovld not be permitted beyond
some "modest amount."

2. DoD conecurs that advance naymants and possibly letters of credit
shouid be used wherever *no rpeaific circumstances indicate that
such methods of financing nre desirable,

g. Your attention is called to the fact tha*t it is Dol policy to
“neourage contractors 10 Fvﬂ*w sh thelr own FM:111*“0‘, rather
than Dol do 80, unless specifis eircumstances dichate to Lhe

contrary.

€. DoD questions the implication that, FCRC divers:if? - ‘on per ge
is sutomatically bad. Properly controiled diversiti cation seems

to have been of benefil so far, in fact.

Gowernment Institules do wearrant Durther study. However, 3% appears that
‘his topic is cuuside of the scope of a review of nonprofii fees. It
aould probobly be handled separately, therefore,

Wy g, in view of the extensive study which led ms ¢ 2der: the roil-
Tedy welgated guldelines gpprozeh and the fecltl that it »o> aot hesn o

Teoy for a sufficiont peried to assess lts effectivencsr. we o not
gmouy in vour proposal Lhat the Congress prescribe soliamce aloung the

tizes you suggested.
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UNITED STATES
ATOMIC ENERGY COMMISSION

WASHINGTON, D.C. 20545

APR 9 1968

Mr. C. P. Pin

Associate Director

Civil Division

U. S. General Accounting Office
Washington, D. C., 20548

Dear Mr. Pin:

In accordance with the request in your February 12, 1968, letter,
we have reviewed the draft of the proposed report to the Congress
on the results of GAO's survey of fees of nonprofit organizations
and offer the following comments for your consideration.

The only nonprofit organization referred to in the report with
whom AEC has a contract is Associated Universities, Imc. (AUIL)
which operates the Brookhaven National Laboratory. The GAO
statements relating to AUIL are factual and we have no comments
or suggestions to make.

The draft report concludes that the many different forms of
nonprofit organizations being sponsored by agencies of the Federal
Government, and the corresponding differences in the amount of
fees allowed, indicate that there is a need to establish guidance
to the agencies for use in negotiating fees with these organizations.
To meet this need, the draft report recommends to Congress that

a statement of governmental policy be enacted to provide guidance
to Government agencies in negotiating fees with Government-
sponsored nonprofit organizations. The draft report recommends
five points for consideration in developing this Government-wide
policy. Before commenting on the details of the report, we

would like to make some general comments about the basic recommen-
dation to establish a Govermment-wide policy.

Sponsored nonprofit organizations provide a degree of independence
in scientific and technical operations, which contributes to the

Government agencies' ability to carry out their programs, Most of
these nonprofit organizatioms are not "adjuncts" or "extensions" of
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the Government as suggested in the GAO draft report; they are
essentially separate entities and, as such, entitled to a commen-
surate degree of independence and flexibility. Consistent with
this concept the most important reason for paying 'fees" to these
organizations is to permit them a certain amount of latitude
regarding costs that may be incurred.

As your report notes, the nonprofits vary considerably in organization,
mission, and relationship to their respective sponsoring agencies. 2
The use of nonprofit organizations enables the sponsoring agencies
to tailor the organizations to their special programmatic needs.
Even the nonprofits sponsored by the same agency will be different,
depending on the mission and operating situation. The considera-
tions upon which the fees are based will and should vary with the i
different types of nonprofit organizations and the different ﬁ
environments in which they operate. For example, in one case it
may be appropriate for a nonprofit to acquire capital assets or
perform independent research; in another case it may not be. In M
view of the foregoing, we do not feel that it would be practical or &
feasible to develop a Government-wide fee policy which would be %
appropriate for all these situations. We are therefore concerned j
that the detailed Government-wide fee policy proposed in the draft i
report may have the effect of reducing the independence and flexibility
of the sponsored nonprofit organizations and would be inconsistent

with the nature and purpose of these organizations.

We agree with the objective to keep fees reasonable. In our view,

the best way to assure that fees are reasonable is not to establish }
detailed ground rules as proposed by GAO but rather for each agency v
to carefully review the details that the non-profit organizations ﬁ
submit in support of their requests for fee to determine if the G
items included are reasonable in relation to factors such as the F

type of organization, mission, local conditions, and past experience. t

For the reasons discussed above, we do not agree that there is a r
need for Government-wide guidelines. In our opinion the draft

report does not offer evidence that demonstrates there is such a
need. However, if GAO should decide to recommend in its final I
report that a Government-wide fee policy be adopted, we would urge i
that such a policy be stated in broad terms that provide sufficient I
flexibility to meet the varying needs of the different nomprofit h
organizations and their sponsoring agencies. k

15
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Sub ject to the above general comments, we have the following comments
’ on some of the specific points made in the draft report.

. The draft report states that its proposed guidelines would be
i applicable to "sponsored nonprofits which perform work primarily for
I the Government, with one or two agencies agreeing to be responsible
for providing the major financial support, as distinguished from
private, independent nonprofit institutions'. After reviewing the
detailed comments in the draft report, it is not clear to us just
what types of organizations are intended to be encompassed by this
definition. For example, the RAND Corporation would not presently

' seem to meet this definition, but since it is discussed in the report

as being a sponsored nonprofit organization, we assume GAO would

| intend any Government-wide policy to apply to RAND. In view of the
many types of Government-sponsored nonprofit organizations that do exist,
|¥3 we believe the report should be very precise in defining the organi-
1 zations it intends its recommendations to cover.

The draft report recommends five points for consideration in

developing a Government-wide policy. While we recognize that any of
5 these points might have merit in a given situation, we do not believe
they are appropriate for uniform, Government-wide application. Only
the individual agencies are in a position to realistically determine
if these points should be applied in a particular situation and, if
so, the extent and manner in which they should be applied. Our
comments on the individual points are presented in the same order

===
it o
——ma e >

f as they appear in the report.

Item No. L. The draft report states that:

“The fee negotiated with sponsored nonprofit organizations
should be designed to (a) enable accumulation of a reserve
to provide operational stability during temporary reductions
in contract work, and (b) permit appropriate flexibility in

operations."

We agree that as a general rule it is appropriate that the reserve
accumulated to provide operational stability should be limited to
an amount required to maintain operations for a specified short
period of time or to an amount required for some other legitimate
reason, and that once the agreed level is reached no further amount
should be negotiated for such purpose until the balance falls below
We also agree that as a general rule the

the agreed-to limit.

RNEEEE- Sibakmreapemam————
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Government should be given residual right to balances remaining

in the reserve. However, we do provide sometimes that a nonprofit
contractor can retain a designated amount of the accumulated
reserve upon dissolution., 'We would not want a rule that is so
inflexible as to not permit this.

Regarding the use of the fee to permit appropriate flexibility in
operations, the report states that the fee should be sufficient to
pay necessary business expenses which are not reimbursable under the
procurement regulations, such as entertainment, advertising, bad
debts, contributions, and so on; but fee should not be used for the
payment of expenses which are of an allowable nature but exceed

the limits for such costs established in the contract, such as first-
class air travel and salaries. We believe an unnecessary distinction
is being made between these two types of costs. In our view, almost
any type of business expense may be appropriate for inclusion in N
the fee, including direct or indirect allowable costs that are
normally reimbursed under the contract. The key to control, as we
see it, is not to attempt to list expenses that are not appropriate
for inclusion, but rather to carefully review the details supporting
the request for a particular fee when it is being negotiated,
including a review of the contractor's past fee expenditures, and
evaluate the merits of each item requested in terms of the particular
situation.

Item No, 2. The draft report recommends that no amount for independent
research should be included in the negotiated fee. The report further
recommends that:

"To the extent feasible and desirable, funds should be
provided for the organization to conduct independent research
. on a reimbursable basis. The research should relate to the
ﬁ purposes of the organization, but the nonprofit should have
independent authority in selecting the research to be per-
formed, including the authority to acquire limited facilities
needed for such research."

Independent research which would be conducted on a reimbursable basis
and which must "relate" to the purposes of the organization would
not truly be "independent'". We recognize however that there are
legal and budgetary problems when programmatic funds provided for
contract work are used to reimburse contractor costs which do not
"relate'" to the contract work, i.e., are not necessary or incident

to the performance of the contract. Since the ability to conduct

17
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truly independent research is an attribute of the independence
of the nonprofit organization, we believe the solution is to
permit the inclusion of a modest amount in the fee for such
research when the circumstances warrant. If in a given case, as
the draft report suggests, a contractor uses funds provided in

| the fee for independent research for some other purpose, this

Fi factor can be taken into consideration when negotiating a fee

for a subsequent period.

Item No. 3. The draft report states that no amount should be
included in the fee negotiated to enable sponsored nonprofit
organizations to acquire capital assets. While we agree that as
a general rule no significant amounts should be included in the
fee for the purpose of acquiring capital assets, we believe this
is an item that must be examined on a case-by-case basis.
Furthermore, we consider it appropriate to permit the use of

fee to acquire office furniture, office equipment, etc., so long
as the amount is reasonable.

We agree that in those cases where significant capital assets
are acquired with funds provided in the fees the Government
should have contractual rights to the assets upon dissolution of
the organization.

(11

W!{ Item No. 4. The report states that fees should not be provided
i for the purpose of enabling the organization to accumulate its
% own working capital. We have no particular problem with this

I item, apart from our general comments made at the outset of this
letter.

Item No. 5. It is recommended that where the nonprofit organiza-
tion performs services for more than one agency, the sponsoring
agency should be designated to negotiate the fee arrangements.
This recommendation presupposes a degree of uniformity in various
Government agency arrangements that does not exist. We believe
it is preferable to allow each agency to conduct its own
negotiations.

Use of Government Institutes

The draft report states:

"In view of the continuing and growing use of nonprofit
organizations to assist Government agencies in carrying
out their missions, we suggest that consideration be
given to enacting enabling legislation for the establish-
ment of Government institutes to meet future needs."

78
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We assume this statement is only intended to reflect the proposal
in the Bell Report that consideration be given to the establish-
ment of Government institutes as a means of achieving the kind of
flexibility desired in the administration of certain research and
development programs. However, the statement could be inter-
preted as suggesting that Government institutes be substituted
for sponsored nonprofit organizations. If this is the intent of
the statement, we strongly disagree with any proposal that would
make it mandatory for agencies to meet future needs through
Government institutes rather than sponsored nonprofit organiza-
tions.

Sincerely yours,

/5 F Lo

General Manager /
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| E| NATIONAL AERONAUTICS AND SPACE ADMINISTRATION

| 'é'.' WasHingTON, D.C. 20546

&

r.

| IN REPLY REFER TO: D APR 5 196!
H'L

i

|1

il Mx. Clerio IP. Pin

; Associate Director

i Civil Division

f U.5. General Accounting Office

g Wwashington, D. C. 20548

i

q] Dear Mr. Pin:

&
i We appreciate the opportunity to vomment on the CAO draft report

| to the Congress on “"Survey of Fees of Nonprofit Organizationms,

i DOD, AEC, and NASA."

il

i The draft report presents data indicating sipgnificant differences

i in the business arrangements which characterize the Covernment's
work with various nonprofit organizatiouns. It would appear
desirable to evaluate the results obtained in relation to the
various arrangcments before attempting to establish statutory

’ criteria on feces. As NASA has carried out iis programs, we
f have worked to establish relationships with industrial, univer:-
, sity, and Government institutions so that thc capabilities ol
ﬁ' these established institutions to do our work as well as other
|
{

| _ work were simultancously : trengthened. Our objective has becn

I to usc, develop, and adjust the capabilities of these institutions
to meet current needs as well as the needs of evolving Government
! programs., Establishment of new types of organizations, such as

; the Government institutes rcferred to in the Bell report and
suggested in the GAO draft report, may not be desirable or
necessary in providing the capabilities needed.

We obscrve that nonprofit organizations do not readily lend
themselves to casy classification and that the draft report
does not resolve the definitional problems which exist. For
example, the California Institute of Technology cannot be
considered a nonprofit organization which is sponsored by the
U.S. Government. The fact that the Institute operates the Jet
Propulsion Laboratory for NASA and is paid a management fece
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does not, in our opinion, justify the characterization of
Caltech as a Government sponsored organization. It is our

view that statutory criteria on fees for nonprofit organizations
could cause an inflexibility of approach that is unwarranted at
this time,

If you wish to discuss our views on any of the above matters in
any further detail, we will be happy to do so.

Sincerely yours,

Harold B. Finger
Associate Administrator for
Organization and Management
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NATIONAL SCIENCE FOUNDATION
OFFICE OF THE DIRECTOR
WasHINGTON, D.C. 20550

May 14, 1968

Mr. Frederick K. Rabel

Assistant Director, Civil Division
United States General Accounting Office
Washington, D. C. 20548

Dear Mr. Rabel:

This is in reply to your letter of February 16, 1968, furnishing
the Foundation copies of the draft of the GAO proposed report to
the Congress entitled, "Survey of Fees of Nonprofit Organizations."

The following comments are presented for the consideration of the GAO
in preparing the final report. The comments have been directed to
the Recommendations to the Congress. Since the guestion of fees to
nonprofit organizations is complicated somewhat when viewed on a
Government-wide basis, we have also included some general observations
which we believe are pertinent to the development of a policy for use
in determining fees for nonprofit organizations. Our comments reflect
primarily the relevant experience of the Foundation with university-
sponsored nonprofit organizations, such as Associated Universities,
Inc., who act as management contractors for the National Research
Centers supported by the National Science Foundation.

One of the primary considerations in the negotiation of fees with
nonprofit organizations, in our judgment, is the relationship existing
between the Government and the nonprofit organization. Thiz relation-
ship is influenced by the extent to which the organization is
dependent upon Government funding for carrying out its programs. We
believe that if the organization is engaged primarily in work in the
privaete sector of our economy and only incidentally is engaged in work
for the Government, fee negotiations should be conducted within the
policies presently established for negotiating fees with commercial
organizations. If, on the other hand, the nonprofit organization
derives essentially all of its revenues from programs supported by
Government agencies, we believe fee negotiations should be conducted
within the framework of a policy developed specifically for nonprofit
organizations. Therefore, we suggest that any policy guidance that is
developed for use in determining fees with nonprofit organizations
should be applicable to any nonprofit organization which derives
essentially all of its revenues from programs supported by Government
agencies and not be limited to so-called sponsored nonprofit
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organizations. This would permit the policy to be used in
negotiating fees with organizations such as Stanford Research
Institute (SRI) and Woods Hole Oceanographic Institution, both of
which, as indicated in the report, are primarily dependent upon
Government agencies for funding program activities even though
neither falls into the category of a sponsored nonprofit organization
as the term is used in the report.

In addition, we believe that any policy that may be developed should
be flexible and recognize the different relationships existing
between Government agencies and nonprofit organizatione sponsored by
or primarily dependent upon the Govermment. The Foundation believes
‘that the relationships with and the responsibilities to nonprofit
crganizations primerily dependent upon Govermment funding differ
significantly within and between Government agencies. To illustrate,
the Foundation?!s relationships with and responsibilities to the
contractors who manage the National Research Centers are not the
same as the relationships with and responsibilities to organizations
such as The RAND Corporation or SRI even though each is a nonprofit
organization which derives either all or substantially all of its
revenues from programs supported by Government agencies.

Likewise, the Foundation®s relationships with and responsibilities to
organizations such as The RAND Corporation or SRI differs from that

of other Govermment funding agencies that have a predominant share of
the workload or that may have been instrumental in the establishment

of such organizations. Where different relationships and
responsibilities do exist, the basis upon which a fee should be
determined and what constitutes the appropriate use of such fee may
differ significantly. The Foundation's policy, as indicated on page

30 of the report, provides that fees under the contracts for the
National Research Centers shall be determined on a need basis. Once
the fee is paid to the contractors, it becomes a corporate asset.

The contractors, however, are required to submit information annually
relating to fee expenditures. This information is reviewed and used

to determine fees prospectively. While this policy works well with respect
to0 the establishment of fees under contracts for the management of the
National Research Centers, we recognize that the strict application of
such & policy could present problems to other Government funding agencies
when faced with circumstances different from those existing between the
Foundation and contractors managing the National Research Centers, and
would even present problems to the Foundation in attempting to
negotiate fees under its cost-reimbursable contracts with nonprofit
organizations such as The RAND Corporation and SRI.

We question whether the fees negotiated and paid to nonprofit
organizations subject tu the proposed policy should be referred to
as fixed fees since the term, as used in contracts with such
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orpanizations, has a different connotation than it has when used in
contracts with commercial organizations. In the case of our contracts
for the National Research Centers, fee payments are intended to cover
corporate expenses and to permit the corporation to accumulate a
reasonable reserve. The use of the term "fixed fee" to identify
amounits negotiated and paid to cover such corporate needs may in our
opinion be somewhat misleading and, therefore, we believe it might be
advigable in any policy that may be developed to discontinue the term
"fixed fee" and instead refer to the amounts negotiated and paid by
some other title such as "corporate fee," or "management fee."

We endorse the suggestion made in the report that fees negotiated with
so-called sponsored nonprofit organizations enable them to pay
legitimate business expenses which are unallowable under the applicable
cost principles of Government procurement regulations, recognizing that
the amounts negotiated for such purposes should be based on the
reasonable needs of the corporation.

Recommendation (Unnumberad)

A statement of governmental policy be enacted to provide guidance to
Government agencies in negotiating fees with Government-sponsored
nonprofit organizations.

Foundation Comment

The Foundation agrees with the recommendation. As indicated in the
introductory comment, however, the enactment of any such statement of
Govermment policy will present problems. In our judgment any such
policy should be sufficiently flexible to recognize different
contractual arrangements and corresponding differences in relationships
and responsibilities between the Government agencies and each
contractor organization.

We believe some clarification might be advisable with respect to the
policy guidelines suggested by the GAO. The report states that

"The policy should provide that the fees, once determined by
negotiation, would belong to the contractor. However, to assure
appropriate use is made of the fee, disclosure should be required

and used as a factor for consideraution of the amount of fees
negotiated in the subsequent year." The Foundation has some guestion
with respect to the type of policy guidance that might be required to
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assure appropriate use is made of the fee. The Foundationl!s own i
policy provides that the fee payment becomes a corporate asset. 1
Limitations are placed upon the expenditures of such fees, however, i
since no portion of the fees are to be used to support Center-related

activities which, because of statutory or regulatory limitations, 1
cannot be charged directly to the contract or would be contrary to b
the express wishes of the Congress. In addition, as a further means
of reviewing such expenditures, the Foundation reguires an annual
accounting of fee expenditures and establishes fees for subsequent
periods on a need basis. We feel the type of review we now exercilse
assures apuropriete use of fees. In determining appropriate use,
however, we concern ourselves with categories of cost and the overall
reasonableness of expenditures within such cost categories and are
ot concerned with a detailed review of actual expenditures as is %f
necessary with reimbursable cost. We would want any policy to cover I5
this point so as to avoid any misunderstanding concerning the extent :
tC which fee expenditures should be reviewed.

In addition, we note that the policy statement cited above indicates
that fees will be negotiated each year. The Foundation, as you know N
after meny years of experience negotieting fees on an annual basis 1F
negotiated a fee for a five-year period in one of its contracts for il
the National Research Centers. We believe, as we previously advised .i

the GAO, that the time period to be used for fee negotiations is a
metter of judgment. In some instances, in our opinion, the negotiation ;
of fees for periodc covering two or more years is advantageous end J
conseguently we would want any policy developed to provide the
agencies with some latitude in the selection of time periods and not

be limited tO oOne year. : 1

Recormendation (1) |

— e ————

The fce negotiated with sponsored nonprofit organizations should be '
decisrned to (a) enable accumulation of a reserve to provide !
operational stability during temporary reductions in contract work, i
end (b) permit appropriate flexibility in operations. (Page 73)

Foundation Comment |

The Foundation is in substantial agreement with the above recommendation

as indiceted in the NSF fee policy quoted on page 30 of the draft report.
We believe, however, some clarification would be useful concerning policy i
provisions which permit the accumulation of a reserve to provide opera- :
tional stability during temporary reduction in contract work. Operational i
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stability as used in the policy statement by the Foundation concerns
primarily the operations of the corporate activity and not the operations
of the research centers which are funded under contract.

The Foundation would be opposed to providing fee to contractors operating
National Research Centers to accumulate a recerve for use during temporary
reduction Iin contract work. It is the position of the Foundation that
the costs of operating the facilities involved are properly a contract
cost and should be provided for under the coutract awarded for the
operation of the facilities.

While the need to accumulate a reserve to provide operational stability
Guring temporary reductions in contract work has not existed with
respect to NSF contractors managing the National Research Centers, we
recognize that the problem may exist with other nonprofit organizations
who operate Government-owned facilities or are primarily dependent upon
Government [unding to support their programs. Where such & need exists
we would favor policy provisions enabling nonprofit organizations to
accumulate reserve money which would help cover the cost of operations
during reductions in contract workload. This need, as we see it, would
exist primarily where the cosic of operations are funded under several
contracts and the cocts of operations are allocated thereto on a

prorata basls, as opposed to our Center contracts where all costsof
operations are charged direct to an NSF contract.

Recommendation (2)

No amount snould be included in the fee negotiation for independent
recearch. (Page 75)

Foundation Comment

The Foundation agrees with the recommendation and with the idea
xpressed that to the extent feasible and desirable, Tunds should be
provided under contracts for independent research. We do not believe
thut special provisions are needed to achieve these objectives under
contracts for the National Research Centers. The directors of the
Poundation-supported National Research Centers play a significant

role in the processes of determining the broad guidelines governlng

the programs of their respective centers and have sufficient flexibility
in implementing these guidelines to achieve the objectives for which
"independent research funds" are provided to other organizations.
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Recommendation (3)

No amount should be included in the fee negotiation to enable sponsored
nonprofit organizations to acquire capital assets. (Page 75)

Foundation Camment

The Foundation does not agree with the recommendation. We believe
that nonprofit organizations, sponsored and nonsponsored, frequently
have the need to acquire capital assets in conducting their corporate
activities and should not be restricted in this area because their
only source of such funds is from fees. With respect to nonprofit
orgenizations, particularly so-called sponsored nonprofits, that
derive either all or essentially all of their funds for corporate
activities from fixed fees under Goverrment contracts, however, we

. would recommend that any fee policy developed provide that any charges

to the Govermment for the use of capital assets acquired from 'such
funds be exclusive of depreciation or similar charges.

The Foundation does agree that where sponsored nonprofit orgenizations
acquire physical assets from fees or other resources provided by the
Government, the Govermment should have equitable contractual rights

to such assets upon dissolution of the organizations. The Foundation,
however, is concerned with many questions that might arise in
connection with the rights to such assets under many different
possible sets of circumstances. We believe, for example, that any
policy covering such rights should include provisions limiting

(i) the right of contractors to convert such assets to cash in connection
with contract completion or termination, and (ii) the rights to
transfer such assets to any closely affiliated organization. The
policy also should include some provision covering rights of the
Government to assets of a sponsored nonprofit organization where

fees are derived fram many Government agencies.

Recommendation (4)

Fees should not be provided for the purpose of enabling the organization
to accumulate its own working capital. Working capital should be
furnished by the sponsoring agency to the nonprofit organization through
use of an advance payment plan or a letter of credit arrangement,
as prescribed by Treasury Department Circular No. 1075. (Page 76)

Foundetion Comment

The Foundation agrees with the recommendation. The Foundation employs
the letter of credit to provide contract funds to contractors operating
the National Research Centers.
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Recomnendation (5)

Where the sponsored nonprofit organization performs services for more
than one agency, the sponsoring agency should be designated to
negotiate the fee arrangements. (Page 16)

Foundation Comment

The Foundation does not concur in this recommendation. The differences
which currently exist between the fees provided to the same
organization by several agencies result from the differences in the
relationship of the work under each contract to the programs and
objectives of the organization and those of the agency supporting the
work. An artificially imposed rigidity of fee structure would deny
the existence of these very real differences. We believe that the
establishment of general principles governing fee negotiations and a
requirement for coordination among the agencies involved will achieve
the basic objective of this recommendation while avoiding the
undesirable effects which normally result from very rigid restrictions
on administrative discretion.

Suggested Recommendation

In view of the continuing and growing use of nonprofit organizations
to assist Government agencies in carrying out their missions, that
consideration be given to enacting enabling legislation for the
establishment of Government Institutes to meet future needs. (Page T7)

Foundation Comment

The Foundation believes it would be worthwhile to explore this idea
further but would prefer to reserve comment on the establishment of
Government Institutes. While the guestion of Government Institutes
. relates to sponsored nonprofit organizations, we believe it should
be handled as a separate problem. The Foundation would be pleased
to participate in a review within the Government of such Institutes
and how they might be effectively employed in carrying out specific
missions of Government agencies.

While we have limited our comments on the report to the Recommendations
to the Congress, we endorse the survey of fees of nonprofit
organizations and believe it will be helpful in initiating a policy
study and ultimately establishing guidelines which will be beneficial
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to agencies concerned with such organizations. The Foundation would
be pleased to participate in any study which may be necessary to
establish a Government-wide policy to provide guidance to Government
agencies in negotiating fees with Government-sponsored nonprofit
organizations.

Sincerely yours,

Jifof HosrN

Leland J. Haworth
Director
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EXECUTIVE OFFICE OF THE PRESIDENT

OFFICE OF SCIENCE AND TECHNOLOGY
WASHINGTON,. D.C. 20506

June 3, 1968

Dear Mr. Crawford:

I very much appreciate your providing me with an opportunity to
comment on the draft report on the GAO survey of fees of
Government-sponsored non-profit organizations. The report is
thorough and in general comes to very sensible conclusions.

In particular, I am in agreement with the following recommendations
in the report:

1. The negotiated fee should provide a financial reserve
for operational stability, and should provide for
flexibility by permitting payment of necessary business
expenses which are not reimbursable.

2. The Government should have contractual rights, upon
dissolution of a non-profit organization, to capital
assets acquired with Government resources.

3. Fees should belong to the contractor, with full
disclosure of use required.

On the questions of use of fee to acquire capital assets, or to
accumulate working capital, I defer to the experienced judgment of
the agencies involved. On the question of use of fee to conduct
independent research, I understand that GAO is preparing a separate
report on this subject, and would prefer to comment after having the
benefit of that study. I tend to agree that it is preferable for inde-
pendent research to be reimbursable, but this approach may in som«
cases limit the true independence of the research and corresponding
decrease the organization's ability to attract the best people.
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A primary recommendation of the report is that there be a statement
of governmental policy to provide guidance to Government agencies

in negotiating fees. If such a uniform policy statement is needed, I
would think it appropriate to make this 2 management issuance along
the lines of a Bureau of the Budget Circular, rather than to enact
legislation for this purpose. The gravity of the problems cited in

the draft report does not seem to me to justify legislative status.

In any case, I would hope that any statement of policy would avoid
excessive inhibition of the very flexibility which the concept of the
Government-sponsored non-profit organization is intended to provide.

I was very pleased to see in the draft report a recommendation that
consideration be given to enacting enabling legislation for the
establishment of Government Institutes, along the lines recommended
in the Bell Report, to meet future needs. This recommendation has
my wholehearted support.

Sincerely,

Donald F. Hornig
Director

Mr. Irvine M. Crawiford
Assistant Director

Civil Division

U.S. General Accounting Office
Washington, D.C.
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DEPARTMENT OF HEALTH, EDUCATION, AND WELFARE
WASHINGTON, D.C. 20201

OFFICE OF THE SECRETARY

APR 3 1968

Dear Mr. Poskaitis:

The Secretary has asked that I reply to your draft report to

the Congress covering your survey of fees of certain non-profit
organizations sponsored by or doing business with the Department
of Defense, the Atomic Energy Commission, and the National
Aeronautics and Space Administration.

The report contains the findings of a survey conducted by GAO to
determine whether fees paid to non-profit organizations sponsored
by the government were in accordance with the purpose of the
Report to the President on Government Contracting for Research and
Development (The Bell Report).

The report is directed primarily toward an examination of Department
of Defense contractors, now known as Federal Contract Research
Centers. This Department has only a relatively small dollar volume
of business with such organizations. Additionally, the Department
does not generally create corporations to carry out its programs;
although some may be created as a result of program support which

we provide. UMNevertheless the report raises policy issues that have
implications for and relevance to our general relationships with non-
profit organizations. Consequently, the report is of interest to us
and we are grateful for the opportunity to review it.

There is much in the report with which we concur. We agree that there
is a need for govermment-wide guidelines on establishing and con-
tracting with sponsored non-profit organizations. We would go further
and suggest that there is a necessity for establishing puidelines on
dealing with non-profit organizations which derive the preponderance of
their support from the Federal government. Such guidelines might well
include standards for evaluating the financial responsibility of such
organizations and a mechanism for a coordinated approach to such
evaluation where support is derived from several Federal agencies.
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We also agree that, as a general rule, medicare being a notable
exception, fees should not be used to fund the acquisition of
facilities or be provided for working capital. But, we do not
agree that fee should be used as a means of reimbursing
unallowable costs.

As an alternative, we would support a reassessment of the concept
of allowability that might perhaps bring it more into consonance
with the normal costs of doing business. It also appears
inappropriate to base the amount of fee on an analysis of how fee
is being or has been used. This is inconsistent with normal fee
concepts, which regard fee as a return on invested capital and a
reward for risk and enterprise; and it would be unwise to create
a potential for blurring the distinction between fee and cost.

The costs of independent or self-sponsored research create special
problems for this Department. We sponsor research to a very
substantial degree and employ study sections and advisory groups
of outstanding researchers to assist us in identifying those
projects which have sufficient scientific or technical merit to
warrant our support. Accordingly it has seemed inappropriate to
us to provide support indirectly, by reimbursing the costs of
self-sponsored research, to projects which we may have rejected

as ineligible for direct support.

We are endeavoring to develop policies which will guide us in our
dealings with non-profit organizations and therefore appreciate
the useful information and analysis which your report provides.

Sincerely yours,

s T, \/Lo%

'James F. Kelly
| Assistant Secretayy,
Comptroller

\\;

Mr. R.J. Poskaitis

Assistant Director, Civil Accounting
and Auditing Division

U.S. General Accounting Office

Washington, D.C. 20548
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:*J”]"*i DEPARTMENT OF HOUSING AND URBAN DEVELOPMENT
%, I“““I & WASHINGTON, D. C. 20410
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|
OFFICE OF THE ASSISTANT SECRETARY

IN REPLY REFE

ABA-3

FOR ANDMINISTRATION

APR 23 1968

Mr. Max Hirschhorn

Associate Director, Civil Division
United States General Accounting Office
Washington, D. C. 20548

Dear Mr. Hirschhorn:

At the request of Secretary Weaver, I am replying to the draft report to the
Congress on the survey of fees of nonprofit organizations transmitted with
your letter dated February 1k, 1968.

This Department concurs with the recommendations pertaining to the execlusion
of fee for independent research, acquisition of capital assets, accumulation
of working capital and the designation of the sponsoring agency to negotiate
fee arrangements where more than one agency is involved.

We believe additional consideration should be given to the matter of flexibil
in operations so that the negotiated fee would not be designed to reimburse t
nonprofit organization for unreascnasble costs not allowable under Government
cost reimbursement contracts. The guidelines should give careful considerati
as to what items should be included in overhead costs as distinguished from
nonallowable costs. The Bell Report recognized that the term "fee" as used i
cannection with nonprofit organizations was misleading, and used the terms
"development" or "general support" allowance. We feel thst either of these
terms would be preferable to the continued use of "fee".

The guidelines should 2lso contain criteria which will define sponsored non-
profit organizations gs distinguished from those that are not sponsored and
under what conditions they would change from one category to another.

This Department also concurs with your recommendation that consideration be
given to the establishment of Government institutes at sometime in the future
Such institutions may be organized as an additional or supplementary means of
carrying out Government research and development, but not as a replacement
for, or a conversion from nonprofit organizations.
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The establishment of The Urban Institute will considerably strengthen the
efforts of this Department. We now expect that the Institute will receive
funds from the general research appropriations of this Department as well as
from other Federal agencies and departments. Moreover, the Institute will
develop a capacity to perform research for state and local governments as well
as private bodies.

The establishment of Government institutes should in no way restrict the spon-
soring governmental activity to the sole use of the institute for its research

effort, but should provide for flexibility when selecting sources.

We appreciate the opportunity provided us to comment on the draft report.

Sincerely yours, z

Dwight A.
Assistan

U.8. GAO Wash., D.C. G 5
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