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Slide 1: Title Slide

Hello my name is Marisa Kirk-Epstein from the national office and I will be presenting today with Maged Hanafi from the Midwest Regional Office and Keith Churchill from the Southwest Regional Office.  Our topic today is State agency monitoring of sponsors’ use of administrative funds.  

<Click>
Slide 2: Opening Exercise

We will begin our presentation with a brief exercise each of you to discuss with the people sitting at your table.  We won’t be discussing these examples right after you finish.  Instead, we’ll be referring back to them throughout the presentation to illustrate some of the most common types of problem that arise with respect to sponsors’ use of CACFP administrative funds.  Any additional questions you may have about these examples will be taken at the end of the presentation.  Please take about 5 mins. to discuss the following 4 questions:

<Click when discussion ends and presentation begins again>
Slide 3: Header- Why Are We Here?

Let me begin by reiterating what Ed said in his presentation.  While the Child Care Assessment Project, also known as CCAP, report showed that there were now fewer major problems with day care home sponsors’ use of administrative funds, compared to when OIG’s “Operation Kiddie Care” report was issued in 1999, CCAP still uncovered a number of ongoing problems with sponsors’ use of administrative funds.  In two cases, the problems were severe enough to result in the sponsors’ termination from CACFP.  In a number of other cases, CCAP uncovered problems with sponsors’ use of administrative funds that had not been detected or corrected by State agencies.  These included several problems that had the potential for rising to the level of a serious deficiency.  This pattern of not detecting and/or correcting sponsor noncompliance with Program requirements is similar to what CCAP found in other areas of State agency oversight, and it is for this reason that we have included this session on today’s agenda.

In addition, in OIG’s current follow-up audit—which some are calling “Kiddie Care 2”—the auditors have now also turned their attention to sponsors of unaffiliated centers, and have findings similar to those documented among home sponsors in the first Kiddie Care report.  In short, there are still significant problems with the use of Program administrative funds for both family day care home sponsors AND sponsors of unaffiliated centers, and these problems suggest that there needs to be improvement in State agencies’ oversight of these funds.
In addition, because OIG is finding many similar, significant problems with the sponsors of unaffiliated centers that were found in CCAP for family day care home sponsors, we want to make it clear that the problems and solutions that we will be discussing in this presentation refer to both of these types of sponsors, except where it is explicitly noted otherwise.
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Slide 4: Introduction to State Agency Monitoring of Sponsors’ Use of Administrative Funds
We do not have time to discuss all of the problems related to monitoring sponsors’ use of administrative funds, so we will be focusing on the most frequent types of problems found by OIG and CCAP.   These are: 

1. unapproved costs.  These are costs paid for with CACFP funds when the State agency has not given prior approval or specific prior written approval as required.

2. unallowable costs, are costs that cannot be charged to the Program or claimed for reimbursement.  Institutions must eliminate or fund unallowable costs from nonprogram sources.  These include, but are not limited to:

· costs which are not reasonable in amount, 

· costs which are not necessary for Program administration

· costs which are not properly allocated between CACFP and other uses; and 

3. less-than-arms-length transactions that were not properly disclosed and approved.

There are three specific points in time when State agencies have a clear opportunity to prevent, identify, and correct these three main improper usages of administrative funds.  These are during: 

1. Sponsor application and budget approvals;

2. Sponsor reviews; and 

3. The corrective action process.
While these represent important times for State agencies to be cognizant of sponsor administrative fund problems, this presentation will specifically focus on identifying these problems during sponsor reviews.  For each of the three main problem areas, this presentation will define the problem and discuss how to identify them during the State agency review.  Because they are similar for all three of these problems, we will not discuss prevention and correction separately for each problem.  Before we begin defining each of these three problems, we will begin by presenting a brief overview about how to prevent unapproved costs, unallowable costs, and unauthorized less-than-arms-length transactions.
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Slide 5: Prevention of Unapproved Costs, Unallowable Costs, and Unauthorized LTALTs  
It is crucial to prevent problems with unapproved costs, unallowable costs, and unauthorized LTALTs from occurring in the first place.  These problems can be prevented by emphasizing proper disclosure and requiring sponsors to submit more detailed information before the budget gets approved.  While a typical budget submission may require several broad categories, this does not capture enough information to know exactly what the sponsor is spending CACFP funds on.  Because we want to determine exactly how the sponsor plans to spend these funds, the initial budget submission must provide enough information for the State agency to make a determination of allowability.  If necessary information is NOT in the budget, the State agency must go back to the sponsor and require them to submit additional information.  
Budget approval, in particular, is an important time to prevent administrative fund problems from occurring, but we unfortunately cannot devote as much time to discussing this today as we would like.  This is because this subject is too broad to cover in its entirety in this short of a session.  However, we do plan to hold a separate future training on FNS Instruction 796-2, with an emphasis on budget approvals, to properly address this subject in its entirety.  
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Slide 6: Header- Unapproved Costs 
Though prevention is a key part of addressing the problem of sponsors’ inappropriate use of administrative funds, it is also important to properly understand and be able to identify each of the three main problems that can occur when reviewing sponsors’ use of administrative funds.  We will begin with the first problem that we often encountered in CCAP when examining sponsor’s use of administrative funds, which is the issue of unapproved costs.  
Unapproved costs are those that require—but do not receive—prior approval or specific prior written approval, depending on the type of cost.  Costs are automatically categorized as unapproved if the sponsor has not received prior approval by the State, even if the cost would have received approval had it been properly identified when submitted in the sponsor’s budget.  Sponsors must specifically identify costs that require “Prior Approval” or “Specific Prior Written Approval” by item and amount so that State agencies can conduct proper review and approval.
Prior Approval refers to a cost that is an allowable cost but due to either the nature or amount of the cost, written prior approval is required.  

These costs must be specifically identified by item and amount during the budget submission process. 
State agencies must pay close attention when reviewing budgets to ensure that particular cost items are specifically identified, rather than included as part of a larger, more general entry on a line item in the budget.  Grouping costs in this general way does not meet the requirement for sufficient disclosure, because the State agency is not given the opportunity to allow or disallow the cost.  State agencies may want to consider revising their budget documents to identify and separate (or isolate) costs that require prior approval. 
When all of the listed cost items and amounts are properly disclosed, the State agency’s approval of the budget meets the requirement for prior approval, unless the State agency specifically disallows a particular cost in writing. 

Specific Prior Written Approval refers to costs that are not allowed unless the State agency has provided the institution with specific written approval of both the cost and the amount of the cost that can be charged to the program, before the cost is incurred. Specific prior written approval by the State agency is required for costs that are not usually incurred in the routine operation of the CACFP, but which can sometimes be necessary and reasonable for proper and effective Program operations.   <Click- Slide 7: Unapproved Costs, Continued>
Approval of a budget line item does not constitute adequate specific prior written approval for these costs. The institution must specifically identify and request approval of these costs during the annual budget approval process or submit a separate amendment request to the State agency. Whether submitted during the budget approval process or separately, the State agency must approve or deny these specific requests in writing. 
Unlike the costs requiring only prior approval, costs requiring specific prior written approval are those whose nature, amount, or other features necessitate a more intensive level of prior approval.  This is because these are costs that are not customarily incurred in the routine operation of the CACFP but can sometimes be necessary and reasonable for proper and effective Program operations.
Costs requiring these two types of approval can be found in OMB circulars, FNS Instruction 796-2, and the Federal Acquisition Requirement. 
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Slide 8: Prior Approval” Versus“Specific Prior Written Approval”
Let’s look again at the first example from the opening discussion, which is being shown again on this current slide, regarding the sponsor with conference travel costs.  
[Pause for a few seconds]

<Click when speaker begins again>
Slide 9: Prior Approval” Versus“Specific Prior Written Approval”, Continued

In this case, the cost of attending a CACFP-focused conference is something that would require prior approval, while the cost of attending a more general child health conference would require specific prior written approval.  Because the child health conference is less directly related to the oversight of CACFP, this cost requires more scrutiny than the staff travel to the conference that is specifically about CACFP. During the review, the SA needs to determine if these costs were previously approved as budget line items during application approval or during a budget amendment.  If they have not received this prior approval or specific prior written approval, they are unapproved costs.

This example highlights the necessity for more detail in sponsoring organization budgets, to ensure that cost items are specifically identified rather than included as part of a larger, more general entry on a line item in the budget.  This specific information about the cost will allow the State Agency to properly discern whether prior approval or specific prior written approval is necessary.  In this example, if the sponsor had simply included all of the costs for both conferences under the category “conference travel”, the State agency would not have had enough information to determine if they are costs that should be approved and the type of approval they would need.
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Slide 10: Making Unapproved Cost Determinations

So, where can a State agency or sponsor find the information telling them what types of costs require prior approval or specific prior written approval?  This information can be found in FNS Instruction 796-2, revision 3, entitled, “Financial Management—Child and Adult Care Food Program.” In addition, there are 18 published FNS-796-2 brochures that can be used for quick and effective reference during budget reviews to ensure that SAs are providing a comprehensive review.  Each of these brochures focuses on a different topic from 796-2, so they can be easier to use for a quick review of a particular topic rather than using the entire 796-2 document.  These brochures can be accessed on the FNS public website at the following website listed on this slide. (http://www.fns.usda.gov/cnd/care/Management/796-2.htm)
As I said earlier, we are planning to conduct separate training on 796-2, with an emphasis on the budget approval process, at a later date.  However, that does not mean that the 796-2 instruction is not understandable before you receive the training.  From our experience during CCAP and recent Targeted Management Evaluations (TMEs), some State agencies and sponsors are very familiar with the cost principles set forth in this document, while others are not very familiar with it at all.  We strongly recommend that everyone here become very familiar with 796-2 in order to make more informed and appropriate decisions regarding the allowability of costs.  
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Slide 11: Making Unapproved Cost Determinations, Continued
The 796-2 instruction is also very important for several reasons.  To preview what we will be discussing in the unallowable costs section, some costs, for example advertising and public relations costs, are sometimes allowable, sometimes unallowable, and sometimes allowable only with prior approval.  796-2 can help sponsors to distinguish which costs fall into each of these categories.  It is important for all sponsors, as well as everyone in this room, to know and understand the differences.  

For example, according to 796-2, some types of advertising are allowable without prior approval, meaning they could simply be included as part of an “advertising” line item in the budget.  A sponsor advertising to secure bids or proposals for the procurement of program-related goods and services falls into this category, as does advertising in order to recruit staff.  However, what if the sponsor advertises in order to inform groups or the public about CACFP, or to increase the sponsor’s participation?  This is potentially an allowable cost, but it is only allowable with prior approval, and provided that it is reasonable in amount (which we will discuss in the next section of the presentation).  Therefore, a sponsor should not group both types of costs—advertising to recruit staff and advertising/outreach for the program—in the same line item of its budget.  If they do, they would need to “break out” the outreach costs separate from the other advertising costs, so that the State agency is aware of the specific nature of the advertising cost it is approving and can therefore make appropriate approval decisions.

To make matters even more complicated, some advertising and public relations costs are unallowable—in other words, even if the State agency approves the cost in the budget, it is still ineligible for Federal reimbursement.  For example, advertising to solicit funds for the sponsorship, or the costs of holding fundraising events, are not allowable.  If those costs are improperly approved by the State agency, then the State agency would be liable for repayment of that amount to FNS.  This, again, emphasizes the importance of providing more detailed information in the budget to ensure that the State Agency can make properly informed decisions.  Clearly, based on this example, it would not be appropriate or helpful for a sponsor to simply indicate that they will need to use $2,000 of CACFP funds for the broad category of “Advertising”.  
The differences between “allowable” costs, “unallowable” costs, and “allowable only with prior approval” costs, indicate why it is so crucial for States to understand the differences when approving budgets and engaging in sponsor reviews.  A State agency will have a difficult time approving costs and determining if a cost has been appropriately approved without understanding these differences.
So why does this have to be so complicated?  First of all, this is a 100 percent Federally funded program, and it is FNS’s responsibility to insist on proper use of all Federal program dollars used to support this program.  Secondly, it is much too easy for sponsors to hide completely illegitimate costs under apparently legitimate headings in its budget.  We want sponsors to conduct outreach, but everything that a sponsor labels “outreach” in its budget is not always necessary and reasonable as a cost supported by Federal funds.  
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Slide 12: Unapproved Costs: CCAP Problems
Because it is a simple matter of comparing actual costs to those approved in the budget or through an amendment, we expected to find that unapproved costs would be easy to identify during the sponsor review process.  Nevertheless, we continued to see the following types of significant problems in this area during CCAP:  
1. The first problem is that sponsors did not specifically identify and request approval for costs that required this during the annual budget approval process or submit a separate amendment request to the State agency. 
2. The second problem is that the SA did not ensure that it received detailed enough budgets during the budget approval or amendment process to be able to determine sufficiently during the review if the sponsor had used CACFP money on unapproved costs; and
3. The third problem is that the SA did not properly identify unapproved costs during the review. A comparison of approved budgets vs. actual expenses revealed that about one quarter of the sponsors assessed in CCAP had claimed reimbursement for unapproved costs.
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Slide 13: Unapproved Costs: State Agency Challenges
In addition to these CCAP findings, Targeted Management Evaluations (TMEs) show SAs continue to:
· First, approve sponsor budgets that do not clearly identify and separate expenses requiring SA “Prior Approval” or “Specific Prior Written Approval”.

· Second, approve sponsor budgets that do not include sufficient line item details to allow for appropriate review and approval.

· Third, lack policies and procedures to provide guidance to budget reviewers to help them make consistent budget approval determinations.
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Slide 14: Unapproved Costs: Two Areas of Concern
There are two major issues to be aware of with unapproved costs.  First, it is important to identify unapproved costs and disallow them during a sponsor review.  While a SA may want to be lenient and allow an unapproved cost because it would have been approved if submitted for prior approval, an auditor would find the sponsor to be out of compliance in this situation.  This is because according to the auditor, a cost has either received prior approval or it hasn’t, and if it hasn’t, it is automatically an unapproved cost. If such a cost were identified in the audit, either the SA or the sponsor would be required to repay the amount of the unapproved cost.

Another important issue to be aware of is that retroactive budget amendments cannot be used to make unapproved costs allowable.  Some SAs feel that if they identify an unapproved cost during the sponsor review, they can simply use a budget amendment to make it allowable.  Similar to budget approvals, budget amendments must be approved before a sponsor may spend program funds for those costs.  Therefore, any cost identified during a sponsor review that has not received prior approval or specific prior written approval in the initial budget submission or a budget amendment is not allowable.  

In the case of our first example again regarding travel costs, if the sponsor did not receive prior approval for the travel costs for staff to attend the CACFP conference before the SA found these expenditures during the review, the sponsor is not allowed to use CACFP funds to pay for these costs.  Even though travel for certain staff to attend CACFP-oriented conferences is a common cost that sponsors may use CACFP funds for, it is unallowable no-matter-what when State prior approval was not given.  If the sponsor had identified these travel costs before the review, it could have received prior approval through a budget amendment, but this option may not be utilized after the sponsor has already paid for a cost that the State never approved.   
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Slide 15: Identifying Unapproved Costs

There are several ways that State agencies can better identify unapproved costs-
First of all, based on what we have already discussed, it is obvious that requiring sponsors to submit a more detailed budget submission will help SAs to more easily identify unapproved costs during reviews.  
In addition, SAs can better identify unapproved costs during sponsor reviews by improving their budget review policies, procedures and processes, so that SA staff can conduct a more thorough and in-depth budget assessment during the budget approval phase.  This will increase the likelihood that the State agency will make informed decisions about approving or disapproving costs at the time of the budget approval.  

However, even assuming that a SA has an effective budget approval process in place, and has appropriately approved a sponsor’s budget, it is still necessary to take additional steps to ensure that the identification process during sponsor reviews is as effective as it could be.  

More specifically: 

1. Require SOs to maintain records and develop expense tracking systems to easily allow the SA reviewers to compare actual expenses to approved budget costs for each line item. This will help to prevent sponsors from comingling expenses that make it impossible for SAs to reconcile budgets with actual expenses.
2. Require SOs to conduct year-end reconciliations of actual costs versus budget expenses and to explain the variances for each line item. SA monitors can then review the SO’s reconciliations and complete additional expense examinations as needed.
<Click>
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Slide 16: Header- Unallowable Costs

The second major problem with the State agency’s monitoring of the sponsor use of administrative funds involves unallowable costs.  

Allowable costs are those incurred by the institution for the actual expenses of operating the program and which will be reimbursed in a timely manner.   Generally allowable costs are the customary costs that occur in the routine operation of the CACFP and which are allowed by Federal or State regulations, policies, guidance and instructions. While generally allowable, an institution must disclose these costs in the administrative budget submitted to the State agency and these costs must still be approved in advance by the State agency through the annual management plan and budget submission process, including any budget amendments that may be submitted for the fiscal year. Approval of the budget results in the approval of the budget line items but is not a guarantee of allowability of any particular cost or funding of the budget line item. 

Unallowable costs on the other hand cannot be charged to the program or claimed for reimbursement under any circumstances. The sponsor’s accounting records must separate, account for, and identify all unallowable costs. Furthermore, unallowable costs must be included in the development of any cost allocation plan, and institutions must fund unallowable costs from identified nonprogram sources.  

Unallowable costs include those costs identified as unallowable in FNS Instruction 796-2 or in other applicable laws and regulations.  
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Slide 17: Determining Allowable Costs
OMB Circulars, especially A-87 which is titled “Cost Principles for State, Local and Indian Tribal Governments”, expressly identify numerous cost items (such as compensation for services rendered, supplies, audits, training, travel, etc.) that are allowable.  As we’ve already noted in the unapproved costs section, however, a cost may be “allowable but not allowed.”  For example, labor costs are generally allowable; however, if the sponsor failed to receive State prior approval, the normally allowable cost would be disallowed. 
In addition to requiring prior approval, these otherwise allowable costs cannot be allowed if they do not pass muster under the general criteria set out in Appendix A of each of these circulars.  These criteria include:   that the cost is necessary for the administration of the Program, is reasonable in amount, and is allocable or properly allocated across program and non-program activities.  Let’s look briefly at each of these: 
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Slide 18: Determining Allowable Costs: Necessary
1. The first criterion a cost must meet to be allowed is that of “Necessary”. This means the cost must represent an activity or function that is generally recognized as ordinary and necessary for the operation of the program and which must be accomplished to fulfill regulatory requirements for proper and efficient administration of the program. 
For example, it is necessary for the sponsor to incur costs related to training its staff; however, it is not necessary for every staff member to travel to a large national conference each year to receive training.  

<Click>
Slide 19: Determining Allowable Costs: Necessary, Continued
Let’s take a look again at our second example from the beginning exercise, which is reposted on the current slide. [Pause a few seconds for people to look at the example]

<Click>
The use of CACFP funds to pay for a recreational facility for day care centers to bring children on field trips is not a necessary cost.  Although the sponsor does allude to the facility, and related activities, as a way for children to “learn about nutrition”, this is clearly peripheral to the purpose of the facility. Though the childcare facilities may feel that the recreational facility is an important part of their ability to provide quality childcare services, it is not necessary for the operation of CACFP.  Costs that are important for childcare services, are not considered necessary by our definition because they are not necessary for providing CACFP specifically.   

<Click>
Slide 20: Determining Allowable Costs: Reasonable
The second criterion a cost must meet to be allowed is that of “Reasonable”. This means the type and amount of a cost must not exceed what a prudent person would incur under the same circumstances. 

Factors that are used to determine reasonableness include: 

(1) The restraints imposed by generally accepted sound business practices; 

(2) Arms-length bargaining, which means that buyers and sellers act independently from each other when negotiating a price, and they have no relationship to each other that might result in a price that does not reflect the actual fair market value of the good or service.

(3) Other applicable Federal and state laws and regulations; 

(4) Whether the individuals acted with prudence considering their responsibilities to the organization; and 

(5) Whether there are significant deviations from established practices which may unjustifiably increase costs. 

For example, the cost of mileage paid to sponsor staff to conduct facility reviews is a necessary cost of program administration.  The cost would become “unreasonable”, however, if staff were reimbursed $2 for every mile driven.  Similarly, although it may be necessary for the sponsor’s executive director to attend the Sponsor’s Association annual conference, it would not be reasonable for the cost of his or her travel to include first-class airfare or a stay in the penthouse suite of the Waldorf Astoria.

Slide 21: Determining Allowable Costs: Reasonable, Continued
Let’s take a look again at our third example from the beginning exercise, which is reposted on the current slide. [Pause a few seconds for people to look at the example]

<Click>
It may not reasonable for the sponsor to pay three different salaries for the same position.  We don’t know because the sponsor has not given sufficient justification.  This is because the job of monitoring CACFP does not require a master’s degree, and simply having such a degree does not result in different duties or increased work.  Having higher educational credentials alone cannot be adequate justification for paying a higher salary if it has no impact on actual job functioning.  To put it more simply, you wouldn’t pay someone with a PhD more money to work as a building custodian than someone without such a degree, because possession of that degree has no bearing on the work involved.  In order for it to be reasonable for the sponsor to pay different salaries, they must justify that the employee’s credentials or workload directly increases that person’s responsibility to implementing or overseeing the program.  
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Slide 22: Understanding “Reasonable” and “Necessary”

The following are common questions and points of confusion that arise concerning necessary and reasonable costs. We want to briefly discuss them now, to help you feel more comfortable making decisions around reasonable and necessary:

· First question: What is the difference between necessary and reasonable? [Pause]
<Click>

The nature of the activity is used to determine if the cost is necessary, while the amount of the cost to perform that activity is used to decide if the cost is reasonable.

· Second question: How do I decide if a cost is necessary? [Pause]

<Click>

The cost is necessary when the activity or function: 1. Is generally recognized as ordinary; 2. Is required for the institution to operate the program; and 3. Must be accomplished to fulfill regulatory requirements for proper and efficient operation of the program, and cannot be accomplished without incurring the cost.

Even this can be a little confusing, however.  For example, institutions participating in the CACFP are, for the most part, required to have tax exempt status and, therefore are required to file certain reports with the IRS.  However, the cost of filing the reports is not an allowable cost because the institution is required to file them regardless of whether it participates in the CACFP. 

· Third question: How do I decide if the amount of a necessary cost is reasonable? [Pause]

<Click>

The decision that a cost is reasonable is a judgment made using the prudent person standard. Consideration is given to: 1. The institution’s needs; 2. The institution’s financial condition (in other words, can the institution afford to incur the cost?); and 3. The conditions of the market place—what would anyone else pay for this type of good or service?  What is the per unit cost?  What does the labor department say about the salary for this type of position?  Using a similar thought-process that you would use for evaluating a reasonable expense in your personal budget can help you to understand this concept and how to make these types of determinations.
<Click>

Slide 23: Determining Allowable Costs: Allocable
The third criterion to determine if a cost is allowed is if it is Allocable. This means that a shared cost incurred by a multi-purpose organization must be allocated among the organization’s programs, functions, and activities so that only the portion that benefits the CACFP is assigned to that Program.
For example, for a sponsor of Head Start centers, it is necessary and reasonable to pay a certain amount of money to monitor its centers’ operation of the CACFP.  If, however, monitors also assess the center’s compliance with all other Head Start performance standards, the cost of monitoring must be allocated between CACFP and Head Start Program funds.   
Another example is a resource and referral agency that sponsors day care homes.  For persons whose duties involve both CACFP and resource and referral, their salaries must be appropriately allocated between CACFP and non-Program funds according to the respective benefit each program receives from the cost.
<Click>

Slide 24: Sole Purpose Sponsors
While all costs for multi-purpose sponsors must be allocable, there can be “sole purpose” sponsors whose main purpose is to operate CACFP and therefore have no other source of funding besides CACFP.  State agencies can encounter problems with allowable costs for sole purpose sponsors when they mistakenly assume that all costs are allowable for these types of sponsors.  However, even if sole purpose sponsors have no other funding source besides CACFP, they often engage in other activities.  It is therefore important for State agencies to ensure that sole purpose sponsors are not using CACFP funds to pay for these other activities.  For example, one sponsor was renting their office space to the Red Cross to offer community classes.  However, the rent that the sponsor was charging to the Red Cross was less than the sponsor was paying for that space using CACFP funds.  Therefore, the sponsor was essentially providing subsidized rent to the Red Cross using CACFP funds.  These are the types of unallowable costs that State agencies need to look for with sole purpose sponsors.  
Slide 25: The Difficulty of Determining “Allowable but not Allowed” Costs
As we have previously discussed, the OMB Circulars identify a number of cost items as unallowable, period.  Examples include alcoholic beverages, bad debts, entertainment, contributions to contingency funds, lobbying, etc.  On the other hand, costs that are “allowable but not allowed” because they did not meet the three allowability criteria that we have just discussed can be problematic.  This is because identifying these types of unallowable costs often requires SA judgment to determine if a cost is necessary, reasonable or properly allocated.  We sometimes hear State agency staff say, “It’s not my job to monitor each activity undertaken by the sponsor, or to tell them how to do their job.”  While it’s true that you can’t, and shouldn’t try to micro-manage your sponsors’ CACFP operations, you must conscientiously and thoroughly oversee their use of all CACFP program funds. We also recognize that SAs can be concerned about making these types of decisions, because they may need to defend them in an appeals hearing.  At the end of this session, we want to get SA feedback about resources and assistance we can provide to make you feel more comfortable with making and defending these types of decisions.
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Slide 26: Unallowable Costs: Current Problems

The difficulty of making unallowable cost decisions has been brought to our attention by some significant problems in this area during CCAP, and those mistakes that we continue to see in the TMEs:
We saw the following types of unallowable cost problems during CCAP:
· Inadequate documentation of labor costs, improper charging of staff time to CACFP, and charging labor costs from prior year;

· Disproportionate allocation of occupancy (building space) costs to CACFP;

· 21% of SOs had questionable costs in their bank statements or check registers; and

· Administrative reimbursements were inflated due to miscounting the number of participating homes.   
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Slide 27: Unallowable Costs: State Agency Challenges

In relation to unallowable costs, on TMEs, we are still seeing SAs do the following:
· First, they are not implementing fiscal and administrative requirements to ensure that costs are reasonable and necessary and are not used to carry out non-CACFP activities.  

· Second, they are not maintaining sufficient documentation to ensure that costs in SOs’ administrative budgets are allowable and properly allocated among CACFP and SOs’ other non-CACFP activities.  
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Slide 28: 15% Administrative Fund Cap Problem. 
One other common problem pertaining to unallowable costs is the 15% administrative fund cap for sponsors of centers.  While it is allowable for center sponsors to retain and use up to 15% of the CACFP meal reimbursements made to their sponsored centers for the sponsors’ administrative expenses, they are not automatically entitled to this amount.  This means that sponsors of unaffiliated centers may only retain and use funds up to this maximum 15% threshold if they have a necessary and reasonable need for them.  
Based on several of the TMEs that we have conducted, some SAs also view this as an entitlement for center sponsors.  As a result, they fail to examine the sponsor’s budget carefully, unless the sponsor is requesting an amount greater than the 15% threshold.  What State agencies need to do is to examine center sponsors administrative budgets with the same scrutiny they should use in examining home sponsors’ administrative budgets.  All of the costs in the sponsor’s budget must be necessary for proper Program administration, regardless of whether their budget proposes to retain 5%, 10%, or the full 15% of their sponsored centers’ meal reimbursements for administrative costs.
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Slide 29: Identifying Unallowable Costs

We will now discuss the importance of identifying unallowable costs and how to improve the procedures for doing this- 

Taking time to carefully identify unallowable costs during the sponsor review is crucial, because many things can change between the time that a cost is approved during the budget approval process and the time of the review.  Most importantly, SAs cannot simply use a checklist to determine if the costs identified in the review match those that were approved in the budget.  This is because a cost approved during the budget approval phase might have turned into an unallowable cost over time.  For example, a cost that may have seemed reasonable or necessary at the time of the budget submission may now no longer seem this way if the State agency has become aware that the amount budgeted by the sponsor has proven inadequate or inconsistent.  Therefore, SAs must examine all costs during the sponsor review, even those previously approved, to ensure that the costs remain allowable.  

SAs should also have policies and procedures in place to ensure consistent review and approval of sponsor budgets.  These policies and procedures must be consistent not only with State and Federal Program requirements, but also consistent in the way the State agency applies those policies or procedures across all sponsors.  Approving a budgeted line item for one sponsor but not another creates equity issues, and it can make defending a correct denial of an unallowable cost in a hearing more difficult. 

When encountering unallowable costs that the sponsor has chosen to fund using nonprogram sources, the SA should review this while onsite during a sponsor review to determine what other sources of funds the sponsor is using to pay for these costs.  The SA should also make sure that the nonprogram funds the sponsor identifies as being used to cover unallowable costs is sufficient to cover the cost of the unallowable costs, and the sponsor should be able to clearly show that these costs have been paid for with nonprogram funds.  

<Click>
Maged
Slide 30: Less-than-arms-length transactions

The third major problem area that we want to focus on involves what are known as “less-than-arms-length” transactions.  A less-than-arms-length transaction (LTALT) occurs when a transaction is 

· conducted between related parties, meaning that the integrity of the transaction could be compromised, and 
· When one party to the transaction is able to control or influence the actions of the other party.  
Most LTALTs are “related party transactions”, in which an institution transacts business with its parent corporation or a subsidiary, or with one of its employees, officers, agents, or their family members.  Just like any other LTALT, the key feature of a related party transaction is one party’s ability to control or influence the other party to the transaction. 

Such transactions require particular scrutiny because the relationships between the parties may create conflicts of interest or otherwise lead to actions that undermine the integrity of the transaction.  

All LTALTs must be disclosed to the SA beforehand and the sponsor must provide justification for why a LTALT is needed.  The sponsor must receive specific prior written approval from the SA and/or FNSRO before using CACFP funds for a LTALT.  The State agency may impose limits on the amount and frequency of costs charged to the program in the case of LTALTs. 
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Slide 31: Less-Than-Arms-Length Transactions (LTALTs), Continued

Let’s take a look again at our fourth example from the beginning exercise, which is reposted on the current slide. [Pause a few seconds for people to look at the example]

<Click>
The sponsor would have needed to provide justification to the State agency and obtain specific prior written approval in order for the cost of hiring the CEO’s brother as a janitor to be allowable.  

<Click>
Slide 32: Less-Than-Arms-Length Transactions: Current Problems

It is crucial for sponsors to disclose any information pertaining to LTALTs.  If a sponsor fails to identify any of the following, it inhibits the State agency’s ability to make an informed assessment of the allowability of a particular cost, and must result in the disallowance of the cost:

· related party transactions; 
· less-than-arms-length transactions; 
· ownership interests in equipment, supplies, vehicles and facilities; and
· any other information that the State agency needs to determine the allowability of the transaction and its cost 
Also, failing to disclose these transactions may subject the institution and its principals to the administrative and legal remedies available to the State agency and FNS. 

Though it is critical for sponsors to disclose all LTALTs, we found during CCAP undisclosed LTAL transactions in areas of loans, leases, and the purchase of goods and services during CCAP.  Let’s briefly look at how the State Agency should address each one of these types of LTALTs.
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Slide 33: Loans and Financing Arrangements

This first type of LTALT identified during CCAP was in the area of loans and financing arrangements.  Because CACFP is 100% Federally funded, loans and other financing arrangements, such as lines of credit, should always be a red flag to a reviewer.  This is because program funds can only be loaned for limited purposes, and loans for other services may, in some cases, indicate that the organization’s financial  viability is in question.  We saw one of these situations in CCAP—an unapproved, undisclosed, and improperly documented loan from the sponsor to an officer of the sponsoring organization—which led to the institution being declared seriously deficient and later terminated.  
The SA should always ask to see the loan or financing documents and any other necessary documents to discern the purpose of the loan terms and the parties to loan.  796-2 does allow administrative funds to be used as collateral to secure a loan from a bona fide 3rd party, such as a bank.  However, Program administrative funds or assets generally cannot be used to secure a loan made by the institution to or from a person or entity who is a related party, such as an officer, director, or employee of the institution.  Also, administrative funds can never be used to secure loans for anyone for nonprogram purposes.  

<Click>
Slide 34: Leases for Space and Facilities

A second common type of LTALT is leases for space or facilities.

Some examples of LTAL leases include:

• Leases between the institution and a director, trustee, officer or employee of the institution;

• Leases between the institution and a related party;

• Leases between divisions of an organization; and

• Leases between organizations under common control.
A number of sponsors have offices in homes or buildings they own, and want to lease back some of the space in the home or building to the institution.  This, however, is often an invitation to trouble not only as a LTAL lease, but because there are two other important considerations for sponsors in this area:

First, if the sponsor is using the executive director’s home as an office, all costs claimed must meet IRS rules for the business use of a home and must be supported by the records used to meet these IRS requirements.  
Second, in CACFP, the cost of altering a private home for business use is not allowable if it results in a capital improvement to the property, or, in other words, if it will add materially to the value of the property.  For example, the institution could not pay to have a window installed in a large closet to make it more comfortable or bring it up to code for use as a home office. Even if a cost does not add to the value of the property, the cost of altering a home for business use is only allowable with the SA’s specific prior written approval determination that the alteration is necessary for effective program operations. 
 <Click>
Slide 35: Goods and Services

A third common type of LTALT that we have seen is for the purchase of other goods and services.  Again, it is tempting for sponsors to use Program reimbursement to buy products or services from a business owned by an officer or employee of the institution.  However, there are strict limits on the allowability of these transactions for goods or services.  For example, legal and professional services may never be obtained from officers or employees of the institution, and there are restrictions on the purchase of other goods or services in a LTALT.  Most importantly, as with other types of LTALT, the SO must fully disclose the LTALT to the SA, must justify why the LTALT is necessary, and must receive specific prior written approval from the SA before entering into the transaction.

The following two examples demonstrate unallowable LTALTs that have recently been seen by Federal reviewers:
1. The first was a loan between two branches of the same organization--one that sponsored homes and another that sponsored centers. The SA did not provide specific prior written approval or request prior written approval from the FNSRO. The sponsor in this case should have requested specific prior written approval from the State agency, and should have also have maintained copies of all of the approvals and written correspondence regarding this transaction. 
2. The second example involved an institution that had entered into an agreement for computer maintenance and backup with persons who were related to the institution’s employees or board members.   When the sponsor was asked to provide supporting bid/price quote documentation for this service, none was available. Subsequently, after the bid/price quote documentation was requested and after services were already procured, the institution obtained two additional quotes for computer maintenance and then requested approval from the State Agency.  In this case, the sponsor should have solicited three independent bid/price quotes for the service to determine what a fair price is.  The sponsor should have also requested specific prior written approval from the State agency and would have also needed to provide copies of the independent bid quotes prior to conducting the LTALT.  
Both of these examples underscore the point that  sponsors and States are still not clearly identifying, documenting, and examining LTALTs.
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Slide 36: Identifying Less-Than-Arms-Length Transactions
There are a couple of important ways to identify LTALTs during a sponsor review-  First, SAs should be sure to inspect all contracts, purchase orders, loan and lease agreements, and other documents generated by the different types of transactions the sponsor has engaged in.  While examining these documents, specific questions should be asked during the review regarding how and from whom these products or services were obtained, and whether proper procurement practices were followed.  These review practices will help ensure that any undisclosed or unapproved LTALTs are identified during the review.  

During reviews where undisclosed LTALTs are identified, the sponsor should be informed of all disclosure requirements and of the necessity of obtaining specific prior written approval before entering into the transaction.  In addition, SOs must understand that failure to comply has potentially dire consequences, because they will be held accountable and will be asked to reimburse the money used towards these.
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Slide 37: Correction of Unapproved Costs, Unallowable Costs, and Unauthorized LTALTs

Now that we have clearly examined how to identify the three most common types of sponsor administrative fund problems, we need to discuss how the important step of correcting them.  

First of all, it is crucial that the State agency require corrective action when they discover unapproved costs, unallowable costs, and undisclosed LTALTs during a review.  When this occurs, the SA must correct these problems by recovering the money that was inappropriately reimbursed to sponsors for unapproved costs, and by taking steps to ensure that these problems do not recur.  If these problems have occurred with enough frequency, or are seen again in the next review, the SA should declare the sponsor seriously deficient, and require the sponsor to take formal and documented corrective action. 

To prevent future errors, the SA should determine if the sponsor understands related policies and procedures.  If not, the SA would need to modify sponsor training to ensure SO staff have a clear understanding of what constitutes an unapproved, unallowable or LTALT cost.  If some other problem resulted in the SO using program funds to pay for these unallowable costs, the SA must work with the SO to identify what this failure was and ensure that it does not occur again.  This may involve changing or expanding SA policies and procedures. 

But remember, the most important thing for SAs to do in this situation is to recover the money SOs spent on unallowable costs, so that SOs clearly understand that these are not reimbursable costs. Because the SO has not used program funds in accordance with applicable law, regulations, and policy, the SO’s entitlement to the funds is nullified, and the funds again belong to the Federal Government. This may seem harsh, especially if the cost would have been approved had it been properly disclosed.  But the State agency must be willing to take a tough stance on gaining proper approval during the budget approval process.  If it doesn’t, it runs a significant risk of encouraging sponsors to be overly “creative” in the ways they use Federal administrative funds in CACFP.  The State agency also runs the risk of its staff not identifying unapproved, unallowable or other undisclosed costs during the review, in which case the State agency itself will be liable for repayment of the unallowable cost if it is later discovered by Federal auditors or reviewers.
<Click>
Marisa
Slide 38: Addressing State concerns and Where to Go From Here 

Based on FNSRO feedback, we have come to understand that making decisions regarding a SO’s use of administrative funds can be difficult and uncomfortable for SAs if they feel like they do not have adequate Federal guidance and policy supporting them.  However, the nature of these decisions, especially in the case of reasonable and necessary costs, requires SAs to use their judgment in making decisions that may not have specific policy to support these decisions.  

In some cases, the SA will have to apply the principles of FNS Instruction 796-2 to costs that are not specifically described in the Instruction.  One thing that a SA can do in this situation is to contact its regional office for an opinion about the allowability of a specific cost.  When doing so, the SA must be prepared to provide the regional office with the full relevant context for making a decision.  For example, though the regional office might routinely say that the cost of sending the sponsor’s executive director to a CACFP conference is allowable, the allowability of the cost could be called into question by other facts, such as the fact that this sponsor has fallen behind on its required monitoring, or is conducting poor-quality reviews, because it does not have the funds to hire more monitors.  If that’s the case, then the executive director probably should not be attending the conference, and should be making other budget modifications as well, to free up the funds necessary to hire an additional monitor.  
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Slide 39: Questions and Discussion
We now want to close with the question and discussion portion of our presentation.  We are interested in both answering any questions you might have about this topic, or any comments and feedback you have on how FNS can better support your management of sponsors’ use of administrative funds: 

· What are the areas that SAs feel may need future guidance?

· Questions about the examples?

· Other questions?
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