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BATTELLE MEMORIAL INSTITUTE

NOTES TO SCHEDULE OF EXPENDITURES OF FEDERAL AWARDS
FOR THE YEAR ENDED September 30, 2007

1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Basis of Presentation — The accompanying schedule of expenditures of federal awards (the
“Schedule) summarizes the expenditures of Battelle Memorial Institute and subsidiaries (“Battelle)
under programs funded by the federal government for the year ended September 30, 2007. The Schedule
has been prepared on the accrual basis in accordance with accounting principles generally accepted in
the United States of America and includes all grants and contracts entered into directly between Battelle
and agencies and departments of the federal government, as well as federal funds passed through to
Battelle by other recipients. In accordance with OMB Circular A-133, the Schedule does not include
amounts received to operate government-owned, contractor-operated facilities.

Research and Development Cluster — OMB Circular A-133 defines research and development as
follows: research is a systematic study directed toward fuller scientific knowledge or understanding of
the subject studied; development is the systematic use of knowledge and understanding gained from
research directed toward the production of useful materials, devices, systems, or methods, including
design and development of prototypes and processes.

Subrecipient — Certain funds are passed-through to subgrantee organizations by Battelle. Expenditures
incurred by the subgrantees and reimbursed by Battelle are presented in the Schedule.

Battelle is also the subrecipient of federal funds which have been reported as expenditures and listed as
federal pass-through funds.

2. NONCASH FEDERAL AWARDS
During the year ended September 30, 2007, Battelle did not receive nonmonetary assistance.

3. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES FOR FEDERAL PROGRAM
EXPENDITURES

Expenditures consist of direct and indirect costs. Direct costs are those that can be easily identified with
an individual federally sponsored project. The salary cost of a Lead Scientist or Technical Specialist and
the materials consumed by the project are examples of direct costs.

Battelle uses indirect costs rates to charge indirect costs to individual federally sponsored projects.
Indirect costs are the costs of services and resources that benefit both federally sponsored and
nonsponsored projects. The rate is the result of a number of complex cost allocation procedures that
Battelle uses to allocate its indirect costs to both federally sponsored and nonsponsored activities. The
indirect costs allocated to federally sponsored projects are divided by the direct costs of federally
sponsored projects to arrive at a rate. Before the rates are used, the Defense Contract Audit Agency must
approve them.



4. CLASSIFIED INFORMATION

Due to the nature of research and development that Battelle performs on behalf of the Federal
Government, various contracts and project information is considered either “Top Secret,” “Secret,” or
“Classified.” As a result, the Schedule reflects summarized data by agency in order to properly
safeguard various information as required by the Federal Government.

5. RELATIONSHIP TO CONSOLIDATED FINANCIAL STATEMENTS

Federal awards in the amount of $742,244,826 are reported as a portion of total project revenue in
Battelle’s consolidated financial statements as revenue from operations.

* %k k k ¥k %
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155 East Broad Street
Columbus, OH 43215-3611
USA

Tel: +1 614 221 1000
Fax: +1 614 229 4647
www.deloitte.com

INDEPENDENT AUDITORS’ REPORT ON INTERNAL CONTROL OVER FINANCIAL
REPORTING AND ON COMPLIANCE AND OTHER MATTERS BASED ON AN AUDIT OF
FINANCIAL STATEMENTS PERFORMED IN ACCORDANCE WITH GOVERNMENT
AUDITING STANDARDS

To the Board of Directors of
Battelle Memorial Institute
Columbus, OH

We have audited the consolidated financial statements of Battelle Memorial Institute (“Battelle”) as of
and for the year ended September 30, 2007, and have issued our report thereon dated December 17, 2007,
which included an explanatory paragraph on a change in the method of accounting for pension and
postretirement benefits and the adoption of Financial Accounting Standards Board Statement No. 158,
Employers’ Accounting for Defined Benefit Pension and Other Postretirement Plans — an amendment of
FASB Statement Nos. 87, 88, 106, and 132R. We conducted our audit in accordance with auditing
standards generally accepted in the United States of America and the standards applicable to financial
audits contained in Government Auditing Standards, issued by the Comptroller General of the United
States of America.

INTERNAL CONTROL OVER FINANCIAL REPORTING

In planning and performing our audit, we considered Battelle’s internal control over financial reporting as
a basis for designing our auditing procedures for the purpose of expressing our opinion on the
consolidated financial statements, but not for the purpose of expressing an opinion on the effectiveness of
Battelle’s internal control over financial reporting. Accordingly, we do not express an opinion on the
effectiveness of Battelle’s internal control over financial reporting.

A control deficiency exists when the design or operation of a control does not allow management or
employees, in the normal course of performing their assigned functions, to prevent or detect
misstatements on a timely basis. A significant deficiency is a control deficiency or combination of control
deficiencies, that adversely affects the entity’s ability to initiate, authorize, record, process, or report
financial data reliably in accordance with generally accepted accounting principles such that there is more
than a remote likelihood that a misstatement of the entity’s financial statements that is more than
inconsequential will not be prevented or detected by the entity’s internal control.

A material weakness is a significant deficiency, or combination of significant deficiencies, that results in
more than a remote likelihood that a material misstatement of the financial statements will not be
prevented or detected by the entity’s internal control.

Our consideration on the internal control over financial reporting was for the limited purpose described in
the first paragraph of this section and would not necessarily identify all deficiencies in the internal control
that might be significant deficiencies, and accordingly, would not necessarily disclose all significant
deficiencies or material weaknesses. We did not identify any deficiencies in internal control over financial
reporting that we consider to be material weaknesses as defined above.

Member of
Deloitte Touche Tohmatsu



COMPLIANCE AND OTHER MATTERS

As part of obtaining reasonable assurance about whether Battelle’s consolidated financial statements are
free of material misstatement, we performed tests of its compliance with certain provisions of laws,
regulations, contracts, and grant agreements, noncompliance with which could have a direct and material
effect on the determination of financial statement amounts. However, providing an opinion on compliance
with those provisions was not an objective of our audit, and accordingly, we do not express such an
opinion. The results of our tests disclosed no instances of noncompliance or other matters that are
required to be reported under Government Auditing Standards.

We noted certain matters that we reported to management of Battelle in a separate letter dated
December 17, 2007.

This report is intended solely for the information and use of the Board of Directors and management of
Battelle, federal awarding agencies, state funding agencies, and pass-through entities, and is not intended
to be, and should not be, used by anyone other than these specified parties.

PM ¢ Towede L

December 17, 2007
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Deloitte.

155 East Broad Street
Columbus, OH 43215-3611
USA

Tel: +1 614 221 1000
Fax: +1 614 229 4647
www.deloitte.com

INDEPENDENT AUDITORS’ REPORT ON COMPLIANCE WITH REQUIREMENTS
APPLICABLE TO EACH MAJOR FEDERAL AWARD PROGRAM AND ON INTERNAL
CONTROL OVER COMPLIANCE IN ACCORDANCE WITH OMB CIRCULAR A-133

To the Board of Directors of
Battelle Memorial Institute
Columbus, OH ’

COMPLIANCE

We have audited the compliance of Battelle Memorial Institute and subsidiaries (“Battelle”) with the
types of compliance requirements described in the U.S. Office of Management and Budget (OMB)
Circular A-133 Compliance Supplement that are applicable to its major federal program for the year
ended September 30, 2007. Battelle’s major federal program is identified in the summary of auditors’
results section of the accompanying schedule of findings and questioned costs. Compliance with the
requirements of laws, regulations, contracts, and grants applicable to each of its major federal programs is
the responsibility of Battelle’s management. Our responsibility is to express an opinion on Battelle’s
compliance based on our audit.

We conducted our audit of compliance in accordance with auditing standards generally accepted in the
United States of America; the standards applicable to financial audits contained in Government Auditing
Standards, issued by the Comptroller General of the United States; and OMB Circular A-133, Audits of
States, Local Governments, and Non-Profit Organizations. Those standards and OMB Circular A-133
require that we plan and perform the audit to obtain reasonable assurance about whether noncompliance
with the types of compliance requirements referred to above that could have a direct and material effect
on a major federal program occurred. An audit includes examining, on a test basis, evidence about
Battelle’s compliance with those requirements and performing such other procedures, as we considered
necessary in the circumstances. We believe that our audit provides a reasonable basis for our opinion. Our
audit does not provide a legal determination on Battelle’s compliance with those requirements.

In our opinion, Battelle complied, in all material respects, with the requirements referred to above that are
applicable to its major federal program for the year ended September 30, 2007. However, the results of
our auditing procedures also disclosed an instance of noncompliance with those requirements, which is
required to be reported in accordance with OMB Circular A-133 and which is described in the
accompanying schedule of findings and questioned costs as item 07-01.

INTERNAL CONTROL OVER COMPLIANCE

The management of Battelle is responsible for establishing and maintaining effective internal control over
compliance with requirements of laws, regulations, contracts, and grants applicable to federal programs.
In planning and performing our audit, we considered Battelle’s internal control over compliance with
requirements that could have a direct and material effect on a major federal program in order to determine
our auditing procedures for the purpose of expressing our opinion on compliance, but not for the purpose

Member of
Deloitte Touche Tohmatsu



of expressing an opinion on the effectiveness of internal control over compliance. Accordingly, we do not
express an opinion on the effectiveness of Battelle’s internal control over compliance.

A control deficiency is an entity’s internal control over compliance exists when the design or operation of
a control does not allow management or employees, in the normal course of performing their assigned
functions, to prevent or detect noncompliance with a type of compliance requirement of a federal program
on a timely basis. A significant deficiency is a control deficiency or combination of control deficiencies,
that adversely affects the entity’s ability to administer a federal program such that there is more than a
remote likelihood that noncompliance with a type of compliance requirement of a federal program that is
more than inconsequential will not be prevented or detected by the entity’s internal control. We consider
the deficiency in internal control over compliance described in the accompanying schedule of findings
and questioned costs as item 07-01 to be a significant deficiency.

A material weakness is a significant deficiency, or combination of significant deficiencies, that results in
more than a remote likelihood that material noncompliance with a type of compliance requirement of a
federal program will not be prevented or detected by the entity’s internal control. We did not consider any
of the deficiencies described in the accompanying schedule of findings and questioned costs to be
material weaknesses.

Our consideration on internal control over compliance was for the limited purpose described in the
preceding paragraph and would not necessarily identify all deficiencies in the entity’s internal control that
might be significant deficiencies or material weaknesses as defined below. However, as discussed below,
we identified certain deficiencies in internal control over compliance that we consider to be significant
deficiencies.

Battelle’s responses to the findings identified in our audit are described in the accompanying schedule of
findings and questioned costs. We did not audit Battelle’s responses, and accordingly, we express no
opinion on it.

SCHEDULE OF EXPENDITURES OF FEDERAL AWARDS

We have audited the consolidated financial statements of Battelle as of and for the year ended

September 30, 2007, and have issued our report thereon dated December 17, 2007. Our audit was
performed for the purpose of forming an opinion on the consolidated financial statements taken as a
whole. The accompanying schedule of expenditures of federal awards is presented for the purpose of
additional analysis as required by OMB Circular A-133 and is not a required part of the consolidated
financial statements. This schedule is the responsibility of the management of Battelle. Such information
has been subjected to the auditing procedures applied in our audit of the consolidated financial statements
and, in our opinion, is fairly stated, in all material respects, when considered in relation to the
consolidated financial statements taken as a whole.

This report is intended solely for the information and use of the Board of Directors and management of

Battelle, federal awarding agencies, state funding agencies, and pass-through entities and is not intended
to be, and should not be, used by anyone other than these specified parties.

W fML—L/

December 17, 2007
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BATTELLE MEMORIAL INSTITUTE

SCHEDULE OF FINDINGS AND QUESTIONED COSTS

FOR THE YEAR ENDED September 30, 2007

PART | — SUMMARY OF AUDITORS’ RESULTS

FINANCIAL STATEMENTS:
Type of auditors’ report issued:

Internal control over financial reporting:
1. Material weakness(es) identified?

2. Significant deficiencies identified not considered to be
material weaknesses?

3. Noncompliance material to the financial statements noted?

FEDERAL AWARDS:
4. Material weakness(es) identified?

5. Significant deficiencies identified not considered to be
material weaknesses?

Type of auditors’ report issued on compliance for
major programs:

6. Any audit findings disclosed that are required to be
reported in accordance with OMB Circular A-133,
Section 510(a)

7. Battelle’s major program was

8. Dollar threshold used to distinguish between Type A
and Type B programs?

9. Auditee qualify as low risk auditee

Unqualified
Yes X No
None
Yes X Reported
Yes X No
Yes X No
None
X Yes Reported
Unqualified
X Yes No

Research and Development Cluster

$ 3,000,000

Yes X No

PART Il — FINANCIAL STATEMENT FINDINGS SECTION

No matters were reportable.

PART Il — FINDINGS AND QUESTIONED COSTS RELATING TO FEDERAL AWARDS:

07-01
Federal Program — Research and Development Cluster

CFDA Number — Research and Development Cluster

-14 -



Federal Grantor/Project Number —

Agency
Code

11
11

11

11
12
12
12
12
12
14
15
20
20
42
43
47

66

66
66
66
66
81
81
93

93
93
93
93

93
97
97
10
10
10
10
11
11
11
11
11
11
11

CFDA

431
478

3EE BEE 66

W

09

5

262

838
848

g%

463

Agency

Department of Commerce
Department of Commerce

Department of Commerce

Department of Commerce

Department of Defense

Department of Defense

ARMY

DOD Other

NAVY

Department of Housing And Urban Development
Department of the Interior

Department of Transportation

Federal Highway Administration

Library of Congress

National Aeronautics And Space Administration

National Science Foundation

Environmental Protection Agency

Environmental Protection Agency

EPA National Risk Management Research Laboratory
EPA Office of Science Coordination & Policy

EPA National Exposure Research Lab

Department of Energy

National Energy Technology Lab

Department of Health And Human Services

Department of Health And Human Services

Department of Health And Human Services

Department of Health And Human Services

National Institute of Environmental Health Sciences (NIEHS)
(NIEHS)

National Institute of Health (NIH)

Department of Homeland Security

Department of Homeland Security

Department of Agriculture

Kansas State University

Texas Agricultural Experiment Station

National Center for Atmospheric Research

Department of Commerce

Department of Commerce

Skagit River Watershed Council

JISAO/SMA Climate Impacts Group, University of Washington

Scripps Institution of Oceanography, UCSD

Northwest Maritime Center

Kitsap County

-15-

Prime/Upper Tier Contractor
or Contract Reference

Climate and Atmospheric Research
Center for Sponsored Coastal Ocean
Research Coastal Ocean Program
Science To Achieve Results (STAR)

Research Program

Basic and Applied Scientific Research

Computer and Information Science
and Engineering

Science To Achieve Results (STAR)
Research Program

Occupational Safety and Health
Program

Lung Diseases Research

Research (B)

Aviation Research Grants

3030-USDA phase II
S03081

570308
S07-58281
None

5718344

012 Battelle Sub
842470
10249341
49747

48392

(Continued)



Agency
Code

12
12
12
12
12
12
12
12
15
15
16
19
21
43
43
43
43
43
47
47
47
47
47
66
66
66

66
81
81
81
81
81
81
81
81
81
81
81
81
81
81

CFDA

630

EEEE &

g&

439
605
439

49

Agency
Department of Defense
Department of Defense
National Institute for Building Sciences
Rutgers University

Scripps Institution of Oceanography, UCSD
University of Oregon

Bowling Green State University

Utah State University

Department of the Interior

University of Alaska — Fairbanks
Department of Justice

Department of State

Department of The Treasury

National Aeronautics And Space Administration
Indiana University

University of Utah

University of California, San Diego
University of Michigan

National Science Foundation

National Science Foundation

University of Washington

University of California Observatories

Smith College

Environmental Protection Agency
Environmental Protection Agency
Environmental Protection Agency
Environmental Protection Agency

Eastern Research Group

Department of Energy

Drexel University

Department of Energy

Washington State University

Commercial Vehicle Safety Alliance

Lower Columbia River Estuary Partnership
Iowa State University — Iowa Energy Center
University of Chicago, Division of the Biological Sciences
Montana State University

Brown University

FutureGen Industrial Alliance, Inc.

Research Triangle Institute

Midwest Research Institute

DOE Lawrence Livermore National Lab LLC

-16 -

Prime/Upper Tier Contractor
or Contract Reference

UM-S530
297435

47832 / 48061 / N62470-03-D-1129

3185

10275474

49507

W91 1NF-06-1-0337
FA8750-07-C-0163
4122402

UAF 06-0035
2003-90302
2004-0454-1

NA

2600602
10411-0119

122189

10233662
F015599\ 3000763586
60005440

NA

696161
44K-1067934
636481

None

C0700248

46828

5835-21743
0170.04.035/2
LTI-FE68423
Project #210018
101-TSA-W000-0004
G000098

DE-FC01-94RW00295 / 48108

None

15 29892 00
U135189
G141-06-W0831
1544-21655/P986934
50050
1-312-0210413
G47332901
EGO005830H35



Agency
Code

93
93
93
93
93
93
93
93
93
93
93
93
93
93
93
93
93
93
97
97
97

Compliance Requirement — Allowable Costs/Cost Principles

CFDA

279
389
399
839
853
113
847
859

866

Agency

Department of Health And Human Services
Department of Health And Human Services
Department of Health And Human Services
Department of Health And Human Services
Department of Health And Human Services
Department of Health And Human Services
Department of Health And Human Services
Department of Health And Human Services
Massachusetts General Hospital
Department of Health And Human Services
Department of Health And Human Services
The Molecular Sciences Institute

Fred Hutchinson Cancer Research Center
University of Washington

University of Kansas Center for Research, Inc.
University of Alabama at Birmingham
University of California, Los Angeles

University of Medicine & Dentistry of New Jersey

Department of Homeland Security
Shoreline Police Department
Battelle National Biodefense Institute, LLC.

Prime/Upper Tier Contractor
or Contract Reference

PO341348

399778

623783

None

1490 G GE528
ABK147-04-B
None

S$492970 / 1865 /4-21451
44301

S/K# G001314
25XS118

400-30-5

579841
565961/129928
FY2002-089

5 P01 ES011617-03
1490 G GE528
P0O348897
BATTELLE-003-002
2750

G88260107

(Concluded)

Battelle Memorial Institute (“Battelle”) is exempt from OMB Circular A-122 but is required to follow the
Federal Acquisition Regulation (FAR). According to the FAR 31.201-2 (48 CFR Part 31), Battelle is required
to have an adequate labor charging system.

Condition Found — The Defense Contract Audit Agency (DCAA), Battelle’s cognizant agency, reported
that Pacific Northwest National Laboratory’s (PNNL) labor accounting system was “inadequate in part “for
the period of October 2005 through December 2006. The DCAA noted the following which they contend are
significant deficiencies: 1) Battelle does not account for uncompensated overtime; 2) when uncompensated
overtime hours are worked, employees may use discretion to determine the number of hours recorded in a day
and the cost objectives to which they are charged; and 30 employees changed prior-period timesheets to
reflect work performed in subsequent periods without maintaining documentation. DCAA contends the
deficiencies noted could result in an overstatement or an understatement of overhead rates charged by PNNL

and noncompliance with Cost Accounting Standard (CAS) 418-40(c)(1).

During 2007, PNNL requested and received approval from DCAA for their proposed changes to PNNL’s
exempt time reporting policy. These changes were to be implemented by January 2008, and a materiality
study will be initiated by the PNNL Internal Audit Director by June 2008.

Questioned Costs — None

Effect — The lack of an effective system of internal control could result in material noncompliance with the

Allowable Costs/Cost Principles compliance requirement.

Recommendation — Battelle needs to ensure that the internal control procedures presented to DCAA are
properly implemented.
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View of Responsible Official — PNNL’s Contracting Office provided notice to Battelle and DCAA
regarding resolution of the CAS 418 noncompliance in the letter titled Contract No. DE-AC05-76RL01830 —
Report on Noncompliance with Cost Accounting Standard 418 Allocation of Direct and Indirect Cost and
FAR 31.201-4 Determining Allocability dated January 25, 2008. The resolution was based on implementation
of PNNL’s revised timekeeping policy and plans to perform a formal materiality study to determine if
uncompensated overtime under the revised timekeeping system has a material impact on the allocation of cost
to final cost objectives. PNNL is currently in process of performing the materiality study.

PART IV — SUMMARY SCHEDULE OF PRIOR AUDIT FINDINGS

Number Finding Status Contact

06-1 PNNL Time Reporting  Repeated as finding 07-01 Jim Cassens, Manager,

Government Accounting and
Risk Management

* %k ¥ %k % %
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