U.S. DEPARTMENT OF LABOR

SECRETARY OF LABOR
WASHINGTON. D.C.

DATE: Decenber 5, 1994
CASE NO. 92-JTp-17

IN THE MATTER OF

STATE OF FLORI DA, DEPARTMENT OF
LABOR AND EMPLOYMENT SECURI TY,

COVPLAI NANT,
v.
UNI TED STATES DEPARTMENT OF LABOR,
RESPONDENT.

BEFORE: THE SECRETARY OF LABOR
FI NAL DECI SI ON AND ORDER

This case arises under the Job Training Partnership Act
(JTPA or the Act), 29 U S.C. §§ 1501-1791 (1988), and the
regul ati ons issued thereunder at 20 C.F.R Parts 626-638 (1993).

BACKGROUND

The Gant Oficer issued a Final Determ nation on March 13,
1993, disallowi ng $961,003, which the Florida Departnment of Labor
and Enpl oyment Security (DLES) accunul ated in excess revenues
charged to its JTPA programduring the Program Years (PY) 1984-
1989. Respondent's Exhibit 1: Administrative File (A F.) at 11-
15.  The Grant Oficer's disallowance was based on an audit
report by the U S Departnent of Labor's Ofice of the |nspector
General (O G, 1d. at 46-96, which exami ned the revenue sources

of the State's JTPA Revenue Account, ~-3880 - Job Service
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Contract Profit/Loss. ¥ The State used $800,000 of these funds
to repay part of a $1.1 million debt resulting from unallowabl e
Conpr ehensi ve Enpl oynent and Training Act (CETA) program costs
previously disallowed by the Gant Oficer. The primry
objective of the OG audit was to identify the sources of the
contract revenues in the account, the use of the revenues and the
State's conpliance with cost principles and program regul ations
in the accunulation of these revenues. A F. at 58. The auditors
found that the use of the G 3880 Account funds violated the terns
of the CETA settlenent which required the State to repay the debt
with non-Federal funds. |d. at 48. The State replenished the
funds in the G 3880 Account. Id. at 54.

The O G also found the accunul ation of the funds in the G-
3880 Account to be inappropriate and contrary to applicable
Federal regulations and cost principles. 1d. at 52-53. The
account funds were the net accunul ated profits realized by excess
charges over actual costs by Florida Enpl oynent Service Job
Service (ESJS) local offices to provide placenent services for
JTPA participants. The ESJS local offices entered into
approximately 250 fixed unit price, performance-based (FUPPB)
contracts wth another Florida Departnent of Labor agency, the
Di vi sion of Labor, Enploynent and Training (DLET) and various
JTPA Service Delivery Area (SDA) subgrantees which were nonitored
by DLET. DLET is the State Labor Departnent agency responsible
for the admnistration of JTPA and the \Wagner-Peyser Act and

Y Detail Summary, A F. at 68-75.
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supervi ses the ESJS and the Bureau of Job Training. DLET al so
has oversight of the procurenent activity of the SDA subgrantees
and | ocal ESJS offices. The O G determ ned that the use of
FUPPB contracts, as contrasted to cost reinbursement contracts,
between units of the same State departnment was not acceptabl e,
for such contracts could not be considered arms length
transactions. A F. at 62.

The auditors further determned that the statutory three
year time limt to expend program funds had el apsed and
recommended that the funds in the G 3880 Account be returned to
the U S. Departnment of Labor since the funds could not be
reprogrammed for JTPA activities. |d. at 63

The Gant Oficer's Initial Determnation reflected the
0IG's findings with regard to the inappropriateness of the
contractual relationship between DLES and the ESJS. The G ant
O ficer also specifically stated that the State was aware that
its use of fixed unit cost contracts containing terns which
provi ded for paynent for activities and costs other than the
regul atory perm ssible paynent for placenent after training did
not qualify for the single unit charging provisions of the JTPA
regulations at 20 C.F. R § 629.38(e)(2). #1Id. at 20.

Z 20 CF.R § 629.38 entitled [c]lassification Of costs
provides in part:
(e) . . .
(2) Costs which are billed as a single unit charge do not
have to be allocated or prorated among the several cost
categories but may be charged entirely to training or
retraining services when the agreenent:
(i) Is for training under title Il or for retraining under
(continued...)
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The Gant Oficer's Final Determnation reiterated, with
greater detail, that the fixed unit cost contracts entered into
by DLET and the SDA's with the ESJS |ocal offices failed to
qualify pursuant to the regulations at 20 C.F. R § 629.38(e) (2).
ld. at 13

The State tinely appealed the Gant Oficer's Final
Determ nati on and a hearing was held on July 19, 1993. The
presi ding Adm nistrative Law Judge (ALJ) issued a Decision and
Oder (D. and 0.) on May 2, 1994, reversing the Gant Oficer's
Final Determination. D and 0. at 10. The Grant Officer
excepted to the ALJ's decision and the Secretary accepted the
case for review on June 8, 1994.

DI SCUSSI ON
The ALJ determned that the u.s Departnent of Labor failed

to neet its burden of production because it did not put forth

enough evidence to establish a prim facie case to support

allegations that FDLES violated JTPA regulations. |d. at 5-6.
The substance of the ALJ's determ nation was that the U S.

Department of Labor put into evidence only one contract, that

¥(...continued)
title 111, ... .
2!!) s fixed unit price;, and _
|||)(AR Stipulates that full payment for the full unit
price will be nmade only upon conpletion of training by a

participant and placenent of the participant into
unsubsi di zed enpl oyment in the occupation trained for and at
not | ess than the wage specified In the agreenent;

(1991)

This regul ati on does not appear in the current regul ations.
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bei ng between the Manasota |ndustry Council, Inc. (Manasota) and
DLES, as representative of all 250 FUPPB contracts pertaining to
the profits accrued in Account G 3880. The ALJ found that the
Manasota contract was in fact violative of the pertinent
regulation at 20 CF. R § 629.38(e)(2) since the contract
contai ned both fixed unit cost characteristics and cost
rei nbursenent characteristics. He determ ned, however, that
"[w]ithout offering further evidence, USDOL cannot expect to

overcome even the relatively weak burden of establishing a prim

facie JTPA violation solely on the basis of the Manasota
contract." Id. at 6.

The ALJ apparently did not consider the four contracts that
FDLES introduced into evidence at the hearing ¥ which he
determ ned were satisfactory to decide the issues involved in the
case. ALJ's Order Denying Mtion to Admt, issued Nov. 22, 1993,
slip op. at 2. FDLES counsel admtted at the hearing that the
four contracts were essentially the sane as the bal ance of the

250 contracts and representative of them % \Wen these

¥ Admitted into evidence as Conplainant's Exhibits (cx) 32, 33,
34 and 35.

4/ The col | oquy between the ALJ and FDLES Counsel Cunm ngs:

Counsel: 1 have contracts for you for programyears 1986,
1987, 1988, and 1989.

ALJ: So that's five [sic] years?
Counsel : Yes, sir.
ALJ: kay. How are those contracts different fromthe

remai ning contracts? _
(continued...)
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contracts are exam ned, each contains characteristics of both

fixed unit cost contracts and cost reimbursement contracts, .4
i nclude a paynment schedule for the placenent of participants
without training, ¥ all of which is in contravention of specific
regul atory requirements. See fn. 2 at 3.

Adm ttedly, a sanple of four contracts, or five in the
record if the Manasota contract is also considered, may not be
statistically inpressive, except for the fact that every contract
in the sanple fails to neet the regulatory requirenents for a
single unit charge agreement. This factor in conbination with
FDLES counsel's assurance regarding the representativeness of the

contracts submtted into evidence, and the State's destruction of

¥ (. ..continued)

Counsel : Essentially, Your Honor, | don't feel they're any
different. They're all fixed unit price perforfance
based contracts,” they all set forth that full paynment
w || be received once placenent has been nade In"the

[sic].

ALJ : So there's essentially no difference between any of
t hent?

Counsel : Basically, Your Honor, 1| don't thjink so. They

were all witten by various service delivery areas.

W\ have 24 service delivery areas throughout the g ste
of Florida, geographically |ocated throughout the
state. But those service delivery areas wote the
those contracts pursuant to policy instructions, so
far as the specific elements of 629.38(e) (2), those

el ements are within those contracts.

Transcript (Tr.) at 22-23.
41. CX 32 at Il, 1-3; CX 33 at 5 OCX 34 at 6-9, 23; CX 35 at 6,
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the pertinent contracts from PY 1983-1985, ¢ persuades nme to
reverse the ALJ's holding that the Gant Oficer failed to neet
the burden of production.

Since | have determined that the Gant Oficer has net the
burden of production, the burden of persuasi on devol ved upon
FDLES to show that the bal ance of the contracts entered into
bet ween DLET and the SDA subgrantees with the ESJS | ocal offices
met the regulatory requirements governing FUPPB contracts. This
they did not do, although the subject contracts, at |east for PY
1986- 1989 were apparently retrievable by the State. Tr. at 21-
22.

The ALJ next determined that the U S. Departnent of Labor
failed to nmeet its burden of production with regard to JTPA
regulation at 20 CF. R § 629.37(a). ¥ This regulation requires
that all costs be "necessary and reasonable for the proper and
efficient admnistration of the [JTPA] program ..." Again,
the ALJ relies solely upon the U S Departnment of Labor's
exam nation of only the Manasota contract, but he neglects the
information that was also readily available in JTPA Revenue
Account G 3880. A F. at 68-75. The Detail Sunmary of the
account |ists each subgrant by Program Year and JTPA title, and
i ndicates that 160, or 65%, of the contracts produced a high
enough level of profits to nake up the total |osses incurred by

the remaining 35% of the contracts and still show an excess net

& ALJ's Order Denying Motion to Admit at 2.
¥ This regulation is at 20 CF. R § 627.435 (1993).
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profit of almost $1 million. |d. at 62.

This information in the Detail Sunmary of Account G 3880
shoul d have been available to the DLES JTPA admi nistrators after
each Program Year, and a cursory analysis would have reveal ed
that the grants entered into by the DLET and the SDA agenci es
with the ESJS |ocal offices were excessive in their funding
support of the ESJS local offices' JTPA program The |evel of
profit and the consistent pattern of contracts belies a finding
that the State's JTPA administrators were prudently nanagi ng the
program incurring only those costs which were necessary. Thi s
failure to reduce contracting funding is all the nore conpelling
when one recognizes that DLET was, for all practical purposes, on
bot h sides of the contracting process given their nonitoring
responsi bilities over the contracting entities. | therefore find
grounds for reversing the ALJ's finding on this issue as well.

The ALJ likewi se faults the Gant Oificer's determnation
that the State violated the provisions of Ofice and Managenent
and Budget (oMB) Circular A-87, which the State adopted in
October, 1983, for its admnistration of the JTPA program D.
and 0. at 7. The ALJ focuses on a phrase that appears in the
Circular that states: "[n]o provision for profit or other
i ncrement above cost is intended." The ALJ concluded that since
the Grcular "nerely states that profits are not 'intended under
the JTPA. Stating that the earning of profits is not 'intended
cannot be interpreted to nean that profits are prohibited under

the JTPA." Id.
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However, it is necessary to read the phrase within the
context of the entire section which pertains to the principles
governing all owabl e costs applicable to grants between State

entities and the Federal government. The Purpose and Scope

section set forth in Attachment A provides:

1. njectives. This attachnment sets forth principles for

determ ning the allowabl e costs incurred by State ...
governnments under grants ... with the Federal governnent.
. The principles are for the purposes of cost

determ nation. ... They are designed to provide that

federal | y-assisted prograns bear their fair share of costs

recogni zed under these principles, except where restricted
or prohibited by law. No provision for profit or increnment
above cost is intended. Enphasis provided.

A F. at 85.

The |l ast sentence nodifies the previous sentence, which
requires federal funds to pay the federal share of program costs,
and that there be no allowance for nore than the federal share.
The word "intended" is not precatory, but is a formof the noun
“intention", denoting a will, design or resolve to do or refrain
from doing an act. Therefore, OVB Circular A-87 is applicable to
the State's admnistration of its JTPA contracts and earned
profits are not allowable costs.

The ALJ recognizes that the central issue in this case is
that the case record contains a factual basis to determ ne that

the State of Florida, through the several divisions of DLES
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operated "a vertical nonopoly over the federal JTPA funds with
respect to the contracts in question, thereby creating an obvious
conflict of interest." D and 0. at 8. The DLES was, with
respect to the contracts with the ESJS, "the federal JTPA fund
recipient, the state JTPA administrator, as well as a JTPA
service provider." 1d.

The ALJ held, however, that because the Grant Officer's
Final Determination relied on the State's failure to use arns
| ength negotiation as a determ nant that the costs charged to the
JTPA were not reasonable, and that the phrase "arns-length
bargai ning" as an inportant consideration in deternning grant
cost "reasonabl eness”, first appeared in a Federal Register
Notice revising OMB Grcular A-87 was published subsequent to the
audit, that therefore this fundamental aspect of sound business
practice was inoperative in the determ nation of reasonable
costs. | disagree. The lack of publication of a specific phrase
doesn't negate the principle. The enneshed rel ationships between
the parties to the ESJS contracts signals a potential conflict of
interest. Although the State produced its contracting procedures
for the record (CX 36), this production does not rebut a
presunption of a potential conflict of interest with the
concomtant less than arms length contract negotiations, given
the pattern of significant profits earned by a unit of a State
agency contracting with another unit the same State agency. |
therefore find that there was a contravention of "sound

managenent practices" and that such excess profits were not
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"necessary and reasonable for proper and efficient
admnistration of the grant progrant, as required by the State's
adoption of the earlier issuance of A-87.

| believe it appropriate to comment on the ALJ's discussion
regarding the use of fixed unit price, performance based
contracts in the JTPA program There is no question that such
contracting node was perm ssible during the Program Years in
question, nor is there any question that an entrepreneuri al
service provider would be allowed to make a profit if it was able
to satisfy the ternms of the contract for |ess cost than the
negotiated anount. This node of contracting requires, however,
that the negotiations be conducted at armis length. \ere,
however, the contracting parties are organizationally |inked,
there has to be of necessity, a punctilious showi ng that the
contracts were rigorously negotiated at arm s |ength.

The facts in this case are that intra-agency units used
fixed cost contracts and the provider entities consistently, if
not always, showed a significant profit of charges over costs.
The factual burden of persuasion would have to be overwhel m ngly
convincing that the contracts had been let only after the nost
stringent negotiations and that the regulatory requirenents
governing single unit charge contracts were strictly adhered to.
That is not the situation in this case. Substantially nore than
hal f of the contracts showed net profits that covered the |osses
of the other contracts, and the State netted almst $1 mllion

These results belie any claimof rigorous negotiation, witten
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gui delines, notw thstandi ng.

In addition, the requirements allowi ng the use of single
unit charge contracts found at 20 CF. R § 629.38(e) (2) which
governed such contracts were not scrupulously followed. The
contracts in the record failed to identify specific occupations
trained for and their specified wage rates. | nst ead the
contracts provided for gross numbers of participants to be served
in a variety of ways to place themeventually into unsubsidized
empl oyment.  \Wiile these are permissible contract goals, they are
not wthin the regulatory requirements utilizing a single unit
charge nethod of contracting.

The DLES used an allowable form of contracting but in an
i nappropriate situation. The ALJ's decision of May 2, 1994, is
REVERSED.

Therefore, | find that the Grant Officer properly disallowed
t he $961, 003 of excess profits accunulated by the State pursuant
to the contracts between the DLES and the SDA's with the ESJS
local offices. The State of Florida Departnment of Labor and
Enpl oynent Security IS ORDERED to pay such anount to the U. S,

Department of Labor in non-Federal funds.

SO ORDERED.

Gt ol

Secretary of Labor

Washi ngton, D.C
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