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Report of Independent Auditors

To the Audit Committee of the
Massachusetts Institute of Technology

In our opinion, the accompanying consolidated balance sheets and the related consolidated statements of
activities and cash flows present fairly, in all material respects, the financial position of the Massachusetts
Institute of Technology (the "Institute") as of June 30, 2010 and 2009, and the changes in its net assets
and its cash flows for the years then ended, in conformity with accounting principles generally accepted in
the United States of America. These financial statements are the responsibility of the Institute's
management. Our responsibility is to express an opinion on these financial statements based on our
audits. We conducted our audits of these statements 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. Those
standards require that we plan and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements, assessing the accounting
principles used and significant estimates made by management, and evaluating the overall financial
statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In accordance with Government Auditing Standards, we have also issued our report dated September 15,
2010 on our consideration of the Institute's internal control over financial reporting and on our tests of its
compliance with certain provisions of laws, regulations, contracts and grant agreements and other matters
for the year ended June 30, 2010. The purpose of that report is to describe the scope of our testing of
internal control over financial reporting and compliance and the results of that testing, and not to provide
an opinion on the internal control over financial reporting or on compliance. That report is an integral part
of an audit performed in accordance with Government Auditing Standards and should be considered in
assessing the results of our audit.

PricewaterhouseCoopers LLP, 125 High Street, Boston, MA 02110
T: (617) 530 5000, F: (617) 530 5001, www.pwc.com/us
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Our audit was conducted for the purpose of forming an opinion on the basic consolidated financial
statements taken as a whole. The accompanying Schedule of Expenditures of Federal Awards, including
the related Appendices A, B, and C, is presented for purposes of additional analysis as required by U.S.
Office of Management and Budget Circular A-133, Audits of States, Local Governments, and Non-Profit
Organizations, and is not a required part of the basic consolidated financial statements. Such information
has been subjected to the auditing procedures applied in the audit of the basic consolidated financial
statements and, in our opinion, is fairly stated in all material respects, in relation to the basic consolidated
financial statements taken as a whole.

September 15, 2010



Massachusetts Institute of Technology

Statements of Financial Position
at June 30, 2010 and 2009
(in thousands of dollars)

2010 2009
Assets
L et L L T T ITTY T T TR $ 151,050 § 77,387
Accounts receivable, met . ..ot e e e 203,116 241,024
Pledges receivable, net, at fair value. ... ..o e 412,310 464,736
Contracts in progress, principally U.S. Government ............cooiviiiivinnennn.. 68,344 85,821
Deferred charges, inventories and other as5ets .. v v v iire e e e i erannee. 48,828 57,457
Student notes receivable, MEL . ... ittt e 49,496 48,953
Investments, at fair valume. . . .. ..o e e e 9,904,271 9,519,413
MINOrity IMEEIESE . o o v ottt ettt e et et et 230,433 168,306
Retirement plan asset-overfunded Status .. .. ..ottt 18,841 165,842
Land, buildings & equipment (at cost $3,206,147 for June 2010; $2,994,190 for June 2009),
net of accumulated depreciation. .. .. ... e 2,325,817 2,120,613
TOtal ASSBLS. « + v e e ettt e e e e $13,412,506  $ 12,949,552
Liabilities and Net Assets
Liabilities:
Accounts payable, accruals and other labilities. . ... 5 309,098 § 299565
Liabilides due under life income fund agreements, at fairvalue. . .. ..........couuun... 74,256 72,606
B T0) 0 o -] P 230,433 168,306
Deferred revenue and other credits . ... ..ottt e 112,516 175,070
AVEOESE PAVIETI uis 5005 505 Balen niss & sune sotmn nman s ssse & e sumcs s wirn smon = sime 5 a5m0n womswn » 362,147 343,296
BOTTOWINES £ 5ot 5 508 Dkt 555 507 5509 5005 & 5am sl somssn 5 onyars miskens sitss savsis smroe aissmse sissats 1,728,526 1,735,843
Government advances for student loans. ... ..ooe vttt e 33,590 33,341
Accrued benefit liabilities . . .o vv v vttt e e 237,635 175,137
Total Habilies. . . oottt i e et e e e e 3,088,201 3,003,164
Net Assets:
LITTESEEICHO, cv 5 58 G.5000 55 5505 B0bt suse o sums suesoms sckin & frmus Sxmsscs sesss &.einis msmie o s memsese. o 3,759,301 3,559,925
Temporarily restricted. . ... ..ot e e 4,463,066 4,401,015
Permanently restricted . ... .ovt ittt e e 2,101,938 1,985,448
e O T o 1= v N 10,324,305 9,946,388
Total liabilities and net assets . . ... o ittt i e $13,412,506  $12,949,552

The accompanying notes are an integral part of the financial statements.

FINANCIAL STATEMENTS



Massachusetts Institute of Technology

Statements of Activities
for the years ended June 30, 2010 and 2009
(in thousands of dollars)

— Unrestricted —— —— Temporarily Restricted —

2010 2009 2010 2009

Operating Activities
Operating Revenues:
Tuition and similar revenues, net of discount of

$230,269 in 2010 and $214,383in 2009 ............ $ 238301 $§ 217389 § - % -
Research revenues:

DHIECt. o et it e e e e et 1,172,406 1,153,620 - -

Indirect oo oo e e 197,197 221,452 = N

Total researchrevenues. ............cvrvuinnn.. 1,369,603 1,375,072 - -
Gifts and bequests for currentuse .. ..., 108,674 100,072 = -
Fees and Services. .....oviriiinii it 162,300 157,110 = =
Other programs. .. ...t 70,439 86,133 - -
Investmentincome ........covrniiiinrinri s 99,669 100,624 - -
Net gains on investments, distributed ................. 459,138 476,822 - =
Auxiliary enterprises . ... ... o i i i 96,015 94,041 - -
Net asset reclassification and transfers................. 58,964 36,695 - =
Total operatingrevenue ...............cvuniiinnn. 2,663,103 2,643,958 - =
Operating Expenses:
Salaries and wages. .. .ooviii it 967,190 967,160 - -
Employee benefits. .. ..ot 181,116 169,741 - =
Supplies and services. ... ooviin it iii i 811,780 849,641 - -
Subrecipient agreements. .. ... i iiiii e 117,442 112,732 - -
Utlities, rent, and repairs. . ..o ovviiiinie iy, 144,201 181,264 - -
Depreciaion . ...ttt 103,910 125,018 - -
Interest eXpense. . oo e v enn i e 56,927 55,730 - -
Total operating expenses. .. .....vveenrenneennenaen. 2,382,566 2,461,286 - -
Results of operations. . .....ooovieiiiiirennnnnn... 280,537 182,672 - =
Non-Operating Revenues, Gains and Losses
Pledges. . .oovvnin i e = - 67,716 92,836
Giftsand bequests. ... ... .ol - - 3,507 2,730
InvestmentIncome . ....... ..., - - 2,861 5,084
Net gain (loss) on investments and other assets. ......... 359,337 (686,881} 419,054 (1,143,063)
Distribution of accumulated investment gains. .......... (152,081) (151,590) (307,057) (325,232)
Net change in life income funds. ..................... 675 1,775 5,324 (4,669)
Pension-related charges other than net periodic

pension benefitincome. ... ..o i i, (238,137) (825,440} - -
Transfer of net assets to The Broad Institute............ (90,975) - - -
Net asset reclassifications and transfers . .. ............. 40,020 (46,881) (129,354) 8,027
Total non-operating activities. . .....covveiii ... (81,161) (1,709,017) 62,051 (1,364,287)
Increase {decrease) in netassets . ......ooevvvennnnnn.. 199,376 (1,526,345) 62,051 (1,364,287)
Net assets at the beginning of theyear ................ 3,559,925 5,086,270 4,401,015 5,765,302
Net assets at theend of the year. ...l $ 3,759,301 § 3,559,925 $ 4,463,066 $ 4,401,015

The accompanying notes are an integval part of the financial statements.
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Massachusetts Institute of Technology

Statements of Activities
for the years ended June 30, 2010 and 2009
(in thousands of dollars)

r— Permanently Restricted 1T Total I
2010 2009 2010 2009
Operating Activities
Operating Revenues:
Tuition and similar revenues, net of discount of
$ -~ 8§ - § 238301 % 217,389 $230,269 in 2010 and $214,383 in 2009
Research revenues:
- - 1,172,406 1,153,620 Direct
- - 197,197 221,452 Indirect
- — 1,369,603 1,375,072 Total research revenues
- - 108,674 100,072 Gifts and bequests for current use
- - 162,300 157,110 Fees and services
- - 70,439 86,133 Other programs
- - 99,669 100,624 Investment income
- - 459,138 476,822 Net gains on investments, distributed
- - 96,015 94,041 Auxiliary enterprises
- = 58,964 36,695 Net asset reclassifications and transfers
- - 2,663,103 2,643,958 "Total operating revenues
Operating Expenses:
- - 967,190 967,160 Salaries and wages
- - 181,116 169,741 Employee benefits
- - 811,780 849,641 Supplies and services
- - 117,442 112,732 Subrecipient agreements
= es 144,201 181,264 Utilities, rent, and repairs
- - 103,910 125,018 Depreciation
- - 56,927 55,730 Interest expense
- - 2,382,566 2,461,286 Total operating expenses
= - 280,537 182,672 Results of operations
Non-Operating Revenues, Gains and Losses
28,651 35,028 96,367 127,864 Pledges
38,032 73,224 41,539 75,954 Gifts and bequests
4,442 4,046 7,303 9,130 Investment income
5,957 (24,436) 784,348 (1,854,380) Net gain (loss) on investments and other assets
- - (459,138) (476,822) Distribution of accumulated investment gains
9,038 (22,975) 15,037 (25,869 Net change in life income funds
Pension-related charges other than net periodic
- - (238,137) (825,440) pension benefit income
= - (90,975) = Transfer of net assets to The Broad Institute
30,370 2,159 (58,964) (36,695) Net asset reclassifications and transfers
116,490 67,046 97,380 (3,006,258) "Total non-operating activities
116,490 67,046 377,917 (2,823,586) Increase (decrease) in net assets
1,985,448 1,918,402 9,946,388 12,769,974 Net assets at the beginning of the year
$ 2,101,938 § 1,985,448 §$10,324305 $ 9,946,388 Net assets at the end of the year

The accompanying notes are an integral part of the fmancial statements.

FINANCIAL STATEMENTS



Massachusetts Institute of Technology

Statements of Cash Flows
for the years ended June 30, 2010 and 2009
(in thousands of dollars)

2010 2009
Cash Flow from Operating Activities:
Tricreass (decrense) I Net ASSEIS w: v o v s 5 0 S0ss oo s BES 5 0RE By« SRE T8 L $ 377,917 § (2,823,586)
Adjustments to reconcile change in net assets to net cash used in operating activities:
Net (gain) 10Ss 0N INVESHTIENLS . .« o vttt et i it e i it ettt et eerannns (784,348) 1,854,380
Change in retirement plan asset, net of change in accrued benefit liability. . ......... 209,499 800,472
IDEPTECIATON, e s sovvwrs vy o850 Vs VOmig M85 ¥ Lm0 S0 DS 5 0900 B0 458 .48 b 103,910 125,018
GiEts O SECUMHES won wiwvy i v s 0 s S0 ¥ S48 BOUE 5403 605 5 555 5 Sal slos diie smme (4,135) (1,894)
Net (gain) loss on life income funds. .. .. ..ot i i e (5,144 38,230
Transfer of land, buildings and equipment to The Broad Institute ................. 82,563 -
Amortization of bond premiums and discounts and other adjustments.............. (3,823) (2,838)
Change in operating assets and liabilities:
Pledpes receivable oo sons s s s 505 5 558 D308 500 5 s s rinions mimis somess siase siase » sam 52,426 (21,433)
Accounts receivable. . ... L 37,908 (17,234)
Contracts in PLOFTESSE cvw suv s s ran s o705 Sand V088 558 0 4 s 8 6 ne sem simien rae s e s o 17,477 (17,883)
Deferred charges, inventories and other assets ... .vvvee it ininnnes.. 8,629 4,859
Accounts payable, accruals and other liabilities, excluding building
and BaIpREntAECTI g somor se s ome s S S WIS ¥ 90T SEEE B0 ¥R S50 5 06 6N 4,765 22,928
Liabilities due under life income fund agreements..............0viiiiiiiean. .. 1,650 (5,766)
Deferred revenue and other credits . .. ..o v (62,554) 10,600
A VANEE PIYITEIIS car woons v s v sam Pares Swe S84 5 Vo S48 CU5 & BRI HPE ¥ I3 18,851 28,094
Reclassify investment iNCOME . « . vu i u v vms vmi v vim vinsann s o oo bvm i va s ons svs b6 (7,303) (9,130)
Reclassify contributed securities received as payment on pledges ..................... (28,121) (22,479)
Reclassify contributions restricted for long-term investment. .. ..........cccvvvennn. (41,539 (75,954)
Net cash used in Operating aCtVImES . . v v vvv it eeeeeevnnes, (21,372) (113,616)
Cash Flow from Investing Activities:
Purchase of land, buildings and equipment.............. i (387,908) (299,049)
Purchases of INVESHIBIY ¢ sum soves woes ven fie v 00 5o S0000 B35 § onl H00E 508 Dokl bok ba (37,929,592 (21,221,423)
Proceeds from sale of investments, including contributed securities ................... 38,373,562 21,105,189
Stdent AOtes ISSUEd s oy s swm v s enn pay s 69s v o waies G0 8 s 5 § 9% B 50008 S 4 (9,641) (16,016)
Collections from Student MOTES. « v« vs s vt vus s am v oS sane s s aas s aes sas s s susss 8,803 14,019
Net cash provided by (used in) investing activities. ..........ccoviiiriereinnn. 55,284 (417,280)
Cash Flow from Financing Activities:
Proceeds from contributions restricted for:
Investment in eNdOWITIENT . ...ttt e ie e et ie ettt iae s erneerraranns 38,032 73,224
Investmentin plantand other ...ttt i i e e e 3,507 2,730
Less: contributed securides, gifts for endowment, plant and other ................, (7,080) (2,145)
Total proceeds from contributions, ... ... 34,459 73,809
Increase in investment income for restricted purposes . .. ....oovviiiiiiiiii .. 7,303 9,130
Proceeds from borrowings and re-marketing of swap related to borrowings ............ - 649,150
Repayment of BOrmowings. . .. ..o oottt e (2,260) (205,196)
Increase in government advances for studentloans. ........... it e, 249 284
Net cash provided by financing activities .. ........oiiiiiiiiiiinieinn.. 39,751 527,177
Net increase (decrease) incash. .. ..o e e 73,663 (3,719
Cash at the beginning of the year. ..., i 77,387 81,106
Cashattheendof theyear. ... i it e e e $ 151,050 §% 77,387

The aecompanying notes ave an integral part of the financial statenents.

MIT REPORT OF THE TREASURER 201I0



Notes to Financial Statements

A. Accounting Policies

Basis of Presentation

The accompanying financial statements have been prepared
in accordance with generally accepted accounting principles
(GAAP) in the United States of America. The financial
statements include MIT and its wholly owned subsidiaries.

Net assets, revenues, expenses, gains and losses are classi-
fied into three categories based on the existence or absence
of donor-imposed restrictions. The categories are perma-
nently restricted, temporarily restricted, and unrestricted
net assets. Unconditional promises to give (pledges) are
recorded as receivables and revenues within the appropriate
net asset category.

Permanently restricted net assets include gifts, pledges,
trusts and remainder interests, and income and gains
that are required by donors to be permanently retained.
Pledges, trusts, and remainder interests are reported at
their estimated fair values.

Temporarily restricted net assets include gifts, pledges,
trusts and remainder interests, and income and gains that
can be expended but for which restrictions have not yet
been met. Such restrictions include purpose restrictions
where donors have specified the purpose for which the
net assets are to be spent, or time restrictions imposed by
donors or implied by the nature of the gift (capital projects,
pledges to be paid in the future, life income funds), or by
interpretations of law (net gains on permanently restricted
gifts that have not been appropriated for spending). Net
unrealized losses on permanently restricted endowment
funds for which the book value exceeds market value are
recorded as a reduction to unrestricted net assets.

Unrestricted net assets are all the remaining net assets of
MIT. Donor-restricted gifts and unexpended restricted
endowment income that are received and either spent, or
the restriction is otherwise met within the same year, are
reported as unrestricted revenue. Gifts of long-lived assets
are reported as unrestricted revenue. Gifts specified for the
acquisition or construction of long-lived assets are reported
as temporarily restricted net assets until the monies are
expended and the buildings are put into use, at which point
they are reclassified to unrestricted net assets.

Net asset reclassifications and transfers consist primarily of
payments on unrestricted pledges and use of building funds
in accordance with donor restrictions for buildings put into
use during the year. Expirations of temporary restrictions
on net assets and the release of permanent restrictions by

a donor are also reported as reclassifications of net assets
from temporarily or permanently restricted net assets to
unrestricted net assets.

NOTES TO FINANCIAL STATEMENTS

MIT administers its various funds, including endowments,
funds functioning as endowments, school or departmental
funds, and related accumulated gains in accordance with
the principles of “Fund Accounting.” Gifts are recorded
in fund accounts and investment income is distributed

to funds annually. Income distributed to funds may be a
combination of capital appreciation and yield pursuant to
MIT’s total return investment and spending policies. Each
year, the Executive Committee of the Corporation approves
the rates of distribution of investment return to the funds
from MI'T’ investment pools. See Note L for further
information on income distributed to funds.

MIT’s operations include tuiton, research revenues,
unrestricted gifts and bequests for current use, fees and
services, other programs, investment income, the portion
of net investment gains distributed to funds under MIT’s
spending policy, auxiliary revenues, payments on pledges
for unrestricted gifts, and operating expenditures. Results
of operations are displayed in the Statements of Activities.

MIT is a nonprofit organization that is tax-exempt under
Section 501(c)(3) of the Internal Revenue Code, originally
recognized in October 1926, with the most recent affirma-
tion letter dated July 2001.

Restricted Cash

Certain cash balances, totaling $78.3 million and $42.1
million at June 30, 2010 and 2009, respectively, are
restricted for use under certain sponsored research
agreements.

Sponsored Research

Revenue associated with contracts and grants is recognized
as related costs are incurred. The capital costs of buildings
and equipment are depreciated over their estimated life
cycle and the sponsored research recovery allowance for
depreciation is treated as indirect research revenue. MIT
has recorded reimbursement of indirect costs relating to
sponsored research at negotiated fixed billing rates. The
income generated by the negotiated rates is adjusted each
fiscal year to reflect any variance between the negotiated
fixed rates and rates based on actual cost. The actual cost
rate is audited by the Defense Contract Audit Agency
(DCAA) and a final fixed-rate agreement is signed by the
U.S. Government and MIT. The variance between the
negotiated fixed rate and the final audited rate results in a
carry-forward (over or under recovery). The carry-forward
is included in the calculation of negotiated fixed billing
rates in future years. Any adjustment in the rate is charged
or credited to unrestricted net assets.



A. Accounting Policies {(continued)

Land, Buildings and Equipment

Land, buildings and equipment are shown at cost when
purchased, or fair value as of the date of a gift, when
received as gifts, net of accumulated depreciation. When
expended, costs associated with the construction of new
facilities are shown as construction in progress until such
projects are completed. Depreciation is computed on a
straight-line basis over the estimated useful lives of 25 to
50 years for buildings, 3 to 23 years for equipment, and
4 to 6 years for software. Fully depreciated assets were
removed from the financial statements in the amount of
$98.2 million and $42.5 million during 2010 and 2009,
respectively. Land, buildings and equipment at June 30,
2010 and 2009 are shown in Table 1 below.

Depreciation expense was $103.9 million in 2010 and
$125.0 million in 2009. Net interest expense of $17.6
million and $10.5 million was capitalized during 2010
and 2009, respectively, in relation to MIT" construction
projects. At July 1, 2009, the separation of The Broad
Institute resulted in the removal of a net of $82.6 million
from MIT’ land, buildings and equipment (see Note B).

Tuition and Financial Aid

Tuition and similar revenues, shown in Table 2 below,
include tuition and fees in degree programs as well as
tuition and fees for executive and continuing education
programs at MIT.

Table 2. Tuition and Similar Revenues
Table 1. Land, Buildings and Equipment
(i thousands of dollars) 2010 2009
(in thousands of dollars) 2010 2009
Tuition revenue. ....... $ 432,778 $§ 409,195
I]:ﬂ“g P Lo $ g 91)1; 2(8) $ 2 é ’gﬁgl' Executive and continuing
and Improvements .. .. ; ,962 : j
Educatiorial buildings ... 2423625  2,311gos | |COUCOnFevemes ... . ThiE L]
Equipment............ 149,320 220,027 Total........ccvvnn.. 468,570 431,772
Software.............. 36,733 33,084 Less: tuition discount .. . (230,269) (214,383)
Totalieees s s cvsss s oun 2,731,106 2,678,012 Net tuition........... $ 238301 $§ 217,389
Less: accumulated
depreciation........... (880,330) (873,577)
Construction in . .
PIOGTESS « . v eens. 471,514 309,468 | Tuition support is awarded to undergraduate students by
Software projects in MIT based on need. Graduate students are provided with
PIOEIESS o vvvvnrnnnn., 3,527 6,710 tuition support in connection with research assistance,
Land, buildings and teaching assistance, and fellowship appointments. Total
equipment ........... $2,325817 $2,120,613 financial aid granted to students was $397.4 million and
$376.1 million in 2010 and 2009, respectively. Of that
amount, $125.5 million in 2010 and $118.7 million in 2009,
was aid from sponsors. Tuition support from MIT sources
is displayed as tuition discount. Components of financial
aid are detailed in Table 3 below.
Table 3. Financial Aid
I 2010 1 I 2009 |
Institute External Total Institute External Total
(in thousands of dollays) Sources Sponsors  Financial Aid Sources Sponsors Financial Aid
Tuidon support........... $ 230,269 § 54,722 § 284991 § 214383 $§ 51,883 $ 266,266
Stpends . ...l 15,850 12,254 28,104 15,566 11,943 27,509
Student salaries . .......... 25,820 58,484 84,304 27,374 54,913 82,287
Total. . . v s svwas « s $ 271,939 $ 125460 $ 397,399 $ 257,323 § 118,739 $ 376,062
9
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A. Accounting Policies (continued)

Gifts and Pledges

Gifts and pledges are recognized when received. Gifis of
securities are recorded at their fair value at the date of con-
tribution. Gifts of equipment received from manufacturers
and other donors are put into use and recorded by MIT

at fair value, Gifts of equipment totaled $0.6 million and
$2.0 million in 2010 and 2009, respectively. Pledges in the
amount of $412.3 million and $464.7 million are recorded
as receivables at June 30, 2010 and 2009, respectively with
the revenue assigned to the appropriate classification of
restriction for 2010 and 2009, respectively. Pledges consist
of unconditional written promises to contribute to MIT

in the future and are recorded after discounting the future
cash flows to the present value.

MIT records items of collections as a gift at nominal value.
They are received for educational purposes and most are
displayed throughout MIT. In general, collections are not
disposed of for financial gain or otherwise encumbered in
aﬂy manner.

Advance Payments

Amounts received by MIT from the U.S. Government,
corporations, industrial sources, foundations, and other
non-MIT sponsors under the terms of agreements that
generally require the exchange of assets, rights, or privileges
between MIT and the sponsor are recorded as advance
payments. Revenue is recognized when MI'T fulfills the
terms of the agreement.

Life Income Funds

MIT life income fund agreements with donors consist
primarily of irrevacable charitable gift annuities, pooled
income funds, and charitable remainder trusts for which
MIT serves as trustee. Assets are invested and payments
are made to donors and other beneficiaries in accordance
with the respective agreements. MIT records the assets
that are associated with each life income fund at fair value
and records as liabilities the present value of the estimated
future payments at current interest rates to be made to
the donors and beneficiaries under these agreements. Life
income fund liabilities are classified as Level 3 under the
valuation hierarchy disclosed in Note C. A rollforward

of liabilities due under life income fund agreements is
presented in Table 4.

Recently Adopted Accounting Standards

On July 1, 2008, MIT adopted the accounting standard
relating to Fair Value Measurentents, This standard defines
fair value, establishes a framework for measuring fair value
and expands disclosures about fair value measurements.
This standard applies to fair value measurements that are
already required or permitted by other accounting standards
and does not require any new fair value measurements.
The statement defines fair value as “the price that would
be received to sell an asset or paid to transfer a liability in
an orderly transaction between market participants at the
measurement date.”

On July 1, 2008, MIT adopted the accounting standard
update for Determining the Fair Value of a Financial Asset
When the Market for That Asset Is Not Active. This standard
clarifies the application of fair value in inactive markets and
allows for the use of management’ internal assumptions
about future cash flows with appropriately risk-adjusted
discount rates when relevant observable market data does
not exist. The objective of this update has not changed and
continues to be the determination of the price that would
be received in an orderly transaction that is not a forced
liquidation or distressed sale at the measurement date. The
result of this update did not have a material effect on MIT’s
results of operations, financial position, or liquidity.

On July 1, 2008, MIT adopted the provisions of the
accounting standard Determining Fair Value When the
Volume and Level of Acivity for the Asset or Linbility Have
Significantly Decreased and Identifying Transactions That Are
Not Orderly, and applied them prospectively in 2009. This
standard provides additional guidance for estimating fair
value when the volume and level of activity for the asset or
liability have significantly decreased and re-emphasizes that
regardless of market conditions the fair value measurement
is an exit price concept. The scope of this standard does not
include assets and liabilities measured under Level 1 inputs
(quoted prices in active markets for identical assets).

On July 1, 2008, and in conjunction with the accounting
standard Fair Value Measurements, MIT adopted The Fair
Value Option for Financial Assets and Financial

Table 4, Liabilities Due Under Life Income Funds
(in thousands of dollars)

Liabilities. This standard allows an entity the
irrevocable option to elect fair value to measure
certain financial assets and liabilities under

Balance at beginning of year. ................ $ 72,606 | aninstrument-by-instrument election, and

Additions for new gifts . .........ooveunnn... 5,123 establishes additional disclosure requirements.

Terminations and Payments to beneficiaries . . . . (10,845) | MIT elected the fair value option in accounting

Net investment and actuarial gain ............ 7,372 for pledges receivable and life income fund

Balance at end of year S 74256 liabilities. The adoption of this standard did
................ e :

not have a material impact on MIT’ financial

NOTES TO FINANCIAL STATEMENTS

statements.
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A. Accounting Policies (continued)

On July 1, 2008, MIT adopted the accounting standard
Endowments of Not-for-Profit Organizations: Net Asset
Classification of Funds Subject to an Enacted Version of the
Uniform Prudent Management of Institutional Funds Act,

and Enhanced Disclosures for Al Endowment Funds. This
standard provides guidance on the net asset classification
of donor-restricted endowment funds for a not-for-profit
organization that is subject to an enacted version of
UPMITA. The adoption of this standard had no impact on
the way that MIT classifies donor-restricted endowment
funds, but does require additional financial statemnent
disclosures about MI'T’ endowment funds. The additional
disclosures are included in Note L.

On June 30, 2009, MIT adopted the accounting standard
Subsequent Events. This standard establishes general
standards of accounting for and disclosure of events that
occur after the balance sheet date but before financial
statements are issued. The adoption of this standard did not
have a material impact on MIT’ financial statements. MIT
has evaluated subsequent events through September 15,
2010, the date the financial statements were available to be
issued.

On July 1, 2009, MIT adopted the Fair Value Measurements
standard for estimating the fair value of investments in
investment cornpanies (limited partnerships) that have a
calculated value of their capital account or net asset value
(NAV) in accordance with, or in a manner consistent with
US GAAP. As a practical expedient, MIT is permitted under
US GAAP to estimate the fair value of an investment at the
measurement date using the reported NAV without further
adjustment unless the entity expects to sell the investment
at a value other than NAV or if the NAV is not calculated

in accordance with US GAAP. MI'T’ investments in private
equity, real estate and marketable alternatives are fair valued
based on the most current NAV.

On July 1, 2009, MIT adopted the accounting standard,
Disclosures about Derivative Instruments. This standard
requires specific tabular disclosures presenting the fair value
amounts of derivative instruments for assets and liabilities
and their location on the balance sheet, as well as derivative
gains and losses and their location on the income statement.
The new disclosure requirements call for specific fair value
and gain/loss information by the derivative instrument’s
primary underlying risk exposure (for example, interest
rate, credit, foreign exchange rate, or overall price) on a
gross basis.

11

On July 1, 2009, MIT adopted the accounting standard,
Disclosutres abont Postretivement Benefit Plan Assets. This
standard provides guidance on expanded disclosures for plan
assets of a defined benefit pension or other postretirement
plan. The adoption has no impact on the valuation of MI'T’s
retirement benefit plans. It does however require additional
disclosures included in Note K.

Non-Cash Items

Non-cash transactions excluded from the Statements of
Cash Flows include the increase (decrease) in collateral for
securities lending and minority interest of $62.1 million
and ($195.2) million, as well as $35.1 million and $30.3
million of accrued liabilities related to plant and equipment
purchases for 2010 and 2009, respectively.

Use of Estimates

The preparation of financial statements in conformity
with GAAP requires management to make estimates and
assumptions that affect the reported amounts of assets and
liabilities and disclosure of contingent assets and liabilities
at the date of the financial statements and the reported
amounts of revenues and expenses during the reporting
period. Actual results could differ from those estimates.

Reclassifications

Certain June 30, 2009 balances and amounts previously
reported have been reclassified to conform to the June 30,
2010 presentation.
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B.The Broad Institute

On July 1, 2009, The Broad Institute, previously a unit of
MIT, became a separately incorporated entity. The Broad
Institute is a research center located adjacent to the MIT
campus. Before July 1, 2009, MIT administered The Broad
Institute as a collaboration ameng MI'T, Harvard University
and its affiliated hospitals, and The Whitehead Institute

for Biomedical Research. Following the separation, The
Broad Institute is a self-administered collaboration of MIT,
Harvard University, and its affiliated hospitals.

The separation was enabled by a $400 million gift
pledged by Los Angeles philanthropists Eli and Edythe
Broad to The Broad Institute. The gift serves to create
an endowment to transform The Broad Institute from a
10-year experiment, as it was conceived when founded in
2004 with a $100 million gift of operatng funds to MIT,
into a permanent entty.

The Broad Institute’s assets and liabilities reflected in
MI'T’ Statements of Financial Position as of June 30, 2009
were $188.3 million and $97.3 million, respectively. Assets
consist primarily of equipment, leasehold improvements,
accounts receivable, grants and contracts in progress, cash,
investments, and inventory. Liabilities include sponsor
advances, agency funds held, and deferred landlord-financed
leasehold improvements. The Broad Institute’s revenues as
reflected in MIT’s Statement of Activities in 2009 totaled
$206.0 million; expenses were $215.4 million.

At separation on July 1, 2009, MIT transferred $91.0
million of net assets to the separately incorporated The
Broad Institute as shown in the Statement of Activities.

C. Investments

Investment transactions are accounted for on the trade
date. Realized gains and losses are recorded by MIT using
the average cost basis. Dividend income is recorded on the
ex-dividend date,

As discussed in Note A, as of July 1, 2008, MIT has

valued its investments in accordance with the principles
of accounting standards which establish a hierarchy of
valuation inputs based on the extent to which the inputs are
observable in the marketplace. Observable inputs reflect
market data obtained from sources independent of the
reporting entity. Unobservable inputs reflect the entity’s
own assumptions about how market participants would
value an asset or liability based on the best information
available. Valuation techniques used to measure fair value
must maximize the use of observable inputs and minimize
the use of unobservable inputs. MIT follows a fair value
hierarchy based on three levels of inputs, of which the first
two are considered observable and the last unobservable.

The following describes the hierarchy of inputs used to
measure fair value and the primary valuation methodologies
used by MIT for financial instruments measured at fair
value on a recurring basis. The three levels of inputs are as
follows:

* Level 1 — Quoted prices in active markets for identical
assets or liabilities. Market price data is generally obtained
from relevant exchange or dealer markets.

¢ Level 2 — Inputs other than Level 1 that are observable,
either directly or indirectly, such as quoted prices for

NOTES TO FINANCIAL STATEMENTS

similar assets or liabilities, quoted prices in markets that

are not active, or other inputs that are observable or can be
corroborated by observable market data for substantially
the same term of the assets or liabilities. Inputs are obtained
from various sources including market participants, dealers,
and brokers.

* Level 3 - Unobservable inputs that are supported by little
or no market activity and that are significant to the fair
value of the assets or liabilities.

A financial instrument’s categorization within the valuation
hierarchy is based upon the lowest level of input that is
significant to the fair value measurement. Investments

may be classified as Level 2 when market information
(observable net asset values) is available, yet the investment
is not traded in an active market. Market information,
including observable net asset values, subscription and
redemption activity, if applicable, and the length of

time until the investment will become redeemable is
considered when determining the proper categorization

of the investment’s fair values measurement within the fair
valuation hierarchy. Fund investments that have observable
market inputs (published net asset values) and from which
MIT has the ability to redeem within twelve months of June
30 are classified in the fair value hierarchy as Level 2.

Investment funds that have unobservable inputs or from
which MIT does not have the ability to redeem within
twelve months are classified in the fair value hierarchy as
Level 3.
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C. Investments {continued)

‘lable § below presents MIT’s investments at fair value as of June 30, 2010, grouped by the valuation hierarchy as

defined on page 17.

‘Table 5. Investments

2010 2009

IOuu_ted prices in
active markets

Significant other
observable inlJUlS observable inputs

Significant un-

(in thousands of doilars) {Level 1) (Level 2 (Level 3) Total fair value Total fair value
Cash equivalents............ $ 771475 $ - $ - § 771475 0§ 751,923
Fixed income............... 582,090 131,788 75,097 788,975 682,134
Long equities .............. 1,377,596 272,684 3,994,837 5,645,117 4,587,465
Short equities . ............. (518,544) = - (518,544) -
Marketable alternatives. ...... — 426,755 1,388,138 1,814,893 2,203,965
Realestate.........covunnn. — - 1,352,644 1,352,644 1,256,126
Perpetual trusts............. - - 53,134 53,134 47,618
Interest rate, credit &
other derivatives ......... (1,592) (1,831) - (3,423) (9,818)
Total investments ........... $ 2,211,025 $ 829,396 $ 6,863,850 § 9,904,271 $ 9,519,413

Cash equivalents include money market funds, repurchase
agreements and negotiable certificates of deposit and

are valued at cost, which approximates fair value. Fixed
income investments include US government, agency, and
other obligations. Fixed income investments are generally
valued using independent pricing sources that use broker
quotes or models using market observable inputs. Equity
investments include public equities and private equity
investment funds. Public equities are generally valued
based on the closing price listed on a public securities
exchange. Marketable alternatives include investments in
absolute return strategies, distressed debt, and hedge funds.
Private equity and marketable alternative investments
generally consist of funds and limited parenerships managed
by external managers. Securities held in these external
investment vehicles that do not have readily determinable
fair values are determined by the external managers and
are based on appraisals or other estimates that require
varying degrees of judgment. If no public market exists for
the investment securities, the fair value is determined by
the external managers taking into consideration, among
other things, the cost of the securities, prices of recent
significant placements of securities of the same issuer, and
subsequent developments concerning the companies to
which the securities relate, Using these valuations, most of
these external managers calculate MIT’s capital account or
net asset value (INAV) in accordance with, or in a manner
consistent with US GAAP. As a practical expedient, MIT is
permitted under US GAAP to estimate the fair value of its
investment in these external managers using the external
managers’ reported NAV without further adjustment unless
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MIT expects to sell the investment at a value other than
NAV or if the NAV is not calculated in accordance with US
GAAP. Direct real estate holdings are valued at fair market
value based on external appraisals. Perpetual trusts held by
third parties are valued at the present value of the future
distributions expected to be received over the term of the
agreement. Over-the-counter positions such as interest rate
swaps, credit default swaps, optons, exchange agreements,
and interest rate cap and floor agreements are valued

using broker quotes or models using market observable
inputs. Because the interest rate swaps and other derivative
instruments have inputs that can generally be corroborated
by market data, they are generally classified within Level 2.

As a result of adopting new guidance for estimating the

fair value of investments, certain investments have been
transferred to Level 2 assets subject to criteria described
above based upon recorded amounts at June 30, 2010.

The methods described above may produce a fair value that
may not be indicative of net realizable value or reflective of
future fair values. MIT has performed due diligence around
its private equity and marketable alternative investments to
ensure they are recorded at fair value as of June 30, 2010
and 2009.

Furthermore, while MIT believes its valuation methods
are appropriate and consistent with those of other market
participants, the use of different methodologies or
assumptions to determine the fair value of certain financial
instruments could result in a different estimate of fair value
at the reporting date,
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C. Investments (continued)

Table 6 below is a rollforward of the investments classified by MIT within Level 3 of the fair value hierarchy defined on

page 17 at June 30, 2010 and 2009.

Table 6. Rollforward of Level 3 Investments

Marketable Perpetual Total
(in thousands of dollars) Fixed income Equities alternatives Real estate trusts investments
Fiscal Year 2009
Fair value, July 1,2008.... § 57,679 § 4,480,221 § 2,898,174  $1,235092 §$§ 66,912 $ 8,738,078
Realized gains (losses). . ... - (62,307) (45,793) 91 - (108,009)
Unrealized losses . .. . .. .. — (990951)  (522,800)  (166,114)  (19.850)  (1,699,715)
Net purchases, sales, and
settlements . .......... 7,845 552,914 (125,616) 187,057 556 622,756
Fair Value, June 30,2009... $ 65,524 $3,979,877 $ 2,203,965  $1,256,126 $ 47,618 $7,553,110
Fiscal Year 2010
Fair value, July 1,2009.... $§ 65,524 § 3,979,877 § 2,203,965 § 1,256,126 $ 47618 $ 7,553,110
Realized gains (losses). . .. . - 46) 1,868 (389) - 1,433
Unrealized gains (losses) . . 9,270 282,355 203,573 76,600 5,516 577,314
Net purchases, sales, and
setdements .. ......... 303 (113,178)  (594,513) 20,307 . (687,081)
Transfer of assets between levels - (154,171) (426,755) - - {(580,926)
Fair Value, June 30,2010... $ 75,097 $3,994.837 $ 1,388,138 $1,352,644 $ 53,134 % 6,863,850

All net realized and unrealized gains and losses relating to
financial instruments held by MIT and shown in Table 5
are reflected in the Statements of Activities, Cumulative
unrealized gains related to Level 3 investments totaled
$1,165.5 million at June 30, 2010 and $588.1 million at
June 30, 2009.

MIT enters into short sales whereby it sells securities which
may or may not be owned by MIT in anticipation of a
decline in the price of such securities or in order to hedge
portfolio positions. Cash collateral and certain securities
owned by MIT held at counterparty brokers were provided
at June 30, 2010 to collateralize these positions and are
included in investments on the Statement of Financial
Position.

Certain investments in real estate, equities, and private
investments may be subject to restrictions

and these funds may not be available for withdrawal unil
liquidated by the investing fund. Generally, MIT has no
discretion as to withdrawal with respect to its investment

in private equity and real estate funds. Distributions are
made when sales of assets are made within these funds and
the investment cycle for these funds can be as long as fificen
to twenty years. These restrictions may limit MIT’ ability
to respond quickly to changes in market conditions. MIT
does have various sources of internal liquidity at its disposal,
including cash, cash equivalents, marketable debt and equity
securities, and lines of credit.

The unfunded commitments that MIT has made to various
investments at June 30, 2010 and 2009 are listed in Table 7
below. MIT expects these funds to be called currently and
for a period to extend between twelve and fifteen years.

that (i) limic MITs ability to withdraw capital
after such investment and (ii) may be subject
to limitations that limit the amount that may
be withdrawn as of a given redemption date.

Table 7. Unfunded Commitments

Most marketable alternative investments are
held in funds where withdrawal is limited to
monthly, quarterly, or other periods, and may
require notice periods. In addition, certain of
these funds are able to designate a portion of
the investments as “illiquid” in “side-pockets”,

NOTES TO FINANCIAL STATEMENTS

(in thonsands of doliars) 2010 2009
Equities .................... $ 1,296,483 $ 1,607,993
Marketable alternatives........ 177,771 153,498
Realestate ...........coovttn 456,656 581,070
Total Unfunded Commitments $ 1,930,910 $2,342,561
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D. Derivative Financial Instruments

Effective July 1, 2009, MIT adopted an accounting standard
which required entities to provide additional disclosures
regarding derivative instruments held.

MIT has entered into certain interest rate swap agreements
to manage the interest cost and risk associated with its
variable rate debt, further described in Note H. Under the
terms of these agreements, MIT pays fixed rates, ranging
from 4.46 percent to 4.91 percent, determined at inception
and receives the Securities Industry and Financial Market
Association (SIFMA)’s municipal swap index rate on the
respective notional principal amounts. At June 30, 2010,
swap agreements in place for the purpose of managing
interest rate risk on MIT’ variable rate debt had a total fair
value of $(40.5) million and net losses for 2010 totaled $4.9
million. The notional amount of contracts related to these
swaps at June 30, 2010 was $250.0 million. The notional
amounts of these derivatives are not recorded on MIT’s
Statement of Financial Position.

bl

For its investment management, MIT uses a variety of
financial instruments with off-balance sheet risk involving
contractual or optional commitments for future settlement.
MIT uses these instruments primarily to decrease its
exposure to extreme market events and to partially offset
exchange rate movements with respect to any currency
exposure. These instruments include futures, credit default
swaps, and interest-rate cap and swaption agreements. The
futures are exchange traded and the swap, swaptions, and
cap agreements are executed over the counter.

MIT’s portfolio of interest caps and swaptions is designed
for protection from significant increases in interest rates.
An interest rate swaption is an option to enter into an
interest rate swap agreement on pre-set terms at a future
date. The purchaser and seller of the swaption agree on
the expiration date, option type, exercise style, the terms
of the underlying swap and the type of settlement. As the
expiration date approaches, the swaption holder can either
notify the seller of its intention to exercise or let the option
expire. An interest rate cap places a ceiling on a floating
rate of interest on a specified notional principal amount for
a specific term. The buyer of the cap uses the cap contract
to limit its maximum interest rate exposure. If the buyer’s
floating rate rises above the cap strike, the cap contract
provides for payments from the seller to the buyer of the
cap for the difference between the floating rate and the cap
strike. If the floating rate remains below the cap strike, no
payments are required. The cap buyer is required to pay
an up-front fee or premium for the cap. The cap premium
charged by the seller depends upon the market’s assessment

of the probability that rates will move through the cap strike

over the time horizon of the deal. The interest-rate cap and
swaption instruments offer MIT an opportunity to create
an asymmetric return payoff pattern in which downside
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exposure is limited and upside potential is unlimited. The
payoff is expected to occur in extreme market conditions
that would negatively impact other of MI'T’ assets.

Table 8 at the top of page 21 summarizes the notional
exposure and net ending fair value relative to the financial
instruments with off-balance sheet risk as of June 30, 2010
related to MIT’s investment management,

‘Table 9 at the top of page 21 provides further details

related to MIT’s credit instruments. The act of entering
into a credit default swap contract is often referred to

as “buying protection” or “selling protection” on an
underlying reference obligation. The buyer is obligated

to make premium payments to the seller over the term of
the contract in return for a contingent payment upon the
occurrence of a credit event with respect to the underlying
obligation. The seller bears the obligation to “protect”

the buyer in the event of default of the underlying issuer.
Upon this event, the cash payment which the buyer receives
is equal to the clearing price established by an auction of
credit default swap claims, which is designed to approximate
the recovery value of an unsecured claim on the issuer in
default. The swap will last for a predetermined amount of
time, typically five years. Upon termination of the swap,

the buyer is no longer obligated to make any premium
payments and there is no other exchange of capital.

Financial instruments with off-balance sheet risk involve
counterparty credit exposure. MIT requires collateral

to the maximum extent possible under normal trading
practices. Collateral is moved on a daily basis as required
by fluctuations in the market. The collateral is generally in
the form of debt obligations issued by the U.S. Treasury
or cash. In the event of counterparty default, MIT has

the right to use the collateral to offset the loss associated
with the replacements of the agreements. MIT enters
into arrangements only with counterparties believed to he
creditworthy.
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D. Derivative Financial Instruments (continued)

Table 8. Derivative Financial Instruments

(in thousands of dollars) Notional Exposure
| | Net ending
Long Short fair value * Net gain {loss)**

Fixed income instruments

Fixed income futures. ..................... $ - & (32,700) $ (526) & (1,494

Options on interest rate exchange agreements . 1,084,172 (82,198) 20,371 (17,547)

Interest rate capsand floors .. .............. 2,750,000 (1,950,000) 5,287 11,638
Total fixed income instruments ............. 3,834,172 (2,064,898) 25,132 (7,403)
Currency instruments

Currency forwards. .. ..................... 52,496 (53,829) (1,333) (1,007)
Total currency instruments ................ 52,496 (53,829) (1,333) (1,007)
Commodity instruments

Commodity futures. . ..................... 1,364 - 269 (3,424
Total commodity futures .................. 1,364 - 269 (3,424)
Creditinstruments..............c.cuuuuun. 200,607  (1,553,312) 12,969 35,390
Total .. ...t e $ 4,088,639 $(3,672,039) $ 37,037 § 23,556

“The fair value of all derivative financial instruments is reflected in Investinents at fair value in the Statements of Financial Position.
**Net gain (loss) from: the derivative financial instruments is located in the non-operating section as net gain (loss) on investurents and other assets
in the Statements of Activities.

The following table summarizes the notional amounts and fair value of the purchased and written credit derivatives,
classified by the expiration terms and the external credit ratings of the reference obligations at June 30, 2010.

Table 9. Credit Derivatives

{in thonsands of dollars) l——Purchased protection | Written protection notional amount
Purchased Written Oifsetting Net written Net written
notional Purchased Years to maturity notional purchased cradit credit protection
amounts fair value* <Gyears 5-10 years amounts credit protection**  protection fair value

Credit rating on underlying or index

R B AR s anvans 8 547,155 & (3,897) S 36000 S 511,155 $ 200,607 & (200,607) $ _ 8§ 6,651
BBB-toBBB+.............. 709,450 (6,819) 87,450 622,000 - - _ -
Non-investment grade ....... 47,000 1,296 - 47,000 = = - “
Non-rated . ..ooeeeannnenn. 20,000 292) 20,000 - - - -
ABXindex.........c.ouuu.. 29,100 16,030 - 29,100 - - = &
| $1,352,705 $ 6,318 $ 123,450 $1,229,255 $ 200,607 $ (200,607) 5 - § 6,651

* The fair value of all credit derfvarfve inseruments is reflected in Trvestments, at fair value in the Statements of Financial Position.
**Net gain (loss) of the credit derivative instrunsents is located in the non-operating section as net gain (foss) on imvestments and otber assets in the Statements of Activities.
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E. Pledges Receivable

Table 10 below shows the time periods in which pledges
receivable at June 30, 2010 and 2009 are expected to be
realized.

Table 10. Pledges Receivable

(in thousands of dollars) 2010 2009
In one year or less . . .. .. $ 99,057 § 152,686
Between one year and

fiveyears ............. 193,666 195,033
More than five years . . .. 165,997 168,897
Less: allowance for

unfulfilled pledges. .. ... (46,410} (51,880)
Pledges receivable,

HBE o sranvn s 8 5w & s $ 412,310 $ 464,736

A review of pledges is periodically made with regard to
collectability. As a result, the allowance for pledges that
may not be fulfilled is adjusted, and some pledges have been
canceled and are no longer recorded in the financial state-
ments. In addition, pledges are discounted in the amount of
$59.0 million and $89.5 million in 2010 and 2009, respec-
tively. MIT has gross conditional pledges, not recorded, for
the promotion of education and research in the amount of
$44.1 million and $114.0 million as of June 30, 2010 and
2009, respectively. In 2009, $95.0 million of the $114.0
million related to The Broad Institute.

As discussed in Note A, MIT adopted The Fair Value Option
for Financial Assets and Financial Liabilities in accounting for
pledges receivable. Pledges receivable are classified as Level
3 under the valuation hierarchy in Note C.

Table 11 below is a rollforward of the pledges receivable for 2010 and 2009.

Table 11. Rollforward of Pledges Receivable

Balance atend of year........covvviviiiiinnn.

(in thousands of dollars) 2010 2009
Pledges receivable at beginning of year . ......... ... .. o i § 464,736 § 443,303
New pledges ... e e e e e 61,630 125,502
Pledge payments received. .. ... ot e e (139,549) (106,431)
Decrease in pledge discount. .. ..ot 30,494 5,542
Decrease (increase) in reserve for unfulfilled pledges .. ........... ... ... ..., 5,470 (3,180)
Transfer to The Broad Instimite . . oo ve it ei e tee e iieneenns (10,471) -

$ 412,310 $ 464,736

F Student Notes Receivable

Table 12 below details the components of student notes receivable at June 30, 2010 and 2009.

Table 12. Student Notes Receivable

(in thousands of dollars) 2010 2009

Institute-funded student notes receivable. . .. ... i i $ 16,570 §$ 18,188

Perkins student notes receivable. ..o vt e e e e 35,926 33,765

Total student notes receivable ... ...ttt iiirir it i e 52,496 51,953

Less: allowance for doubtful accounts .. ...oov i iiiii i e e (3,000 (3,000

Student notes receivable, NEt v o v vt i ii ittt i i i e i e $ 49496 $§ 48,953
17
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F. Student Notes Receivable (continued)

Perkins student notes receivable are funded by the U.S.
Government and by MIT to the extent required by the
Perkins National Direct Student Loan Program. Funds
advanced by the U.S. Government for this program,

$33.6 million and $33.3 million at June 30, 2010 and fair value of such loans.

2009, respectively, are ultimately refundable to the U.S.
Government and are classified as liabilities. Due to the
nature and terms of the student loans, which are subject to
significant restrictions, it is not feasible to determine the

G. Accounts Payable, Accruals and Other Liabilities

MIT’ accounts payable, accruals and other liabilities at June 30, 2010 and 2009 are shown in Table 13 below.

Table 13. Accounts Payable, Accruals and Other Liabilities

(in thousands of doilars) 2010 2008
Accounts payable and 2ceraals .. ¢ cu wwin i s s s s e s s v ens S $ 256,213 § 249445
ACErEd PaCHEON o s wmevin o % wvis s s & e ¢ I SR SN SRS W TS SESTE 2 52,885 50,120
L $ 309,098 § 299,565
H. Borrowings
Table 14. Borrowings
(in thousands of dollars / due dates are calendar based) 2010 2009
EDUCATIONAL PLANT
Massachusetts Health and Educatonal Facilities Authority (MHEFA)
Series I, 4.75%-5.20%, due 2028, par value $59,200 ... .. ..ot i i 5 59,638 § 59,663
Series J-1, variable rate, due 2031 ... 125,000 125,000
Series J-2, variable rate, due 2031 . ... . i e 125,000 125,000
Series K, 5.25%-5.50%, due 2012-2032, par value $230,000 ................... 243,041 243,804
Series L, 3.0%~5.25%, due 2004-2033, par value $184,860. . ................... 185,394 188,616
Series M, 5.25%, due 2014-2030, par value $131,110 .. ... oiiiiiinnnn. 144,968 145,998
Series N, 3.5%-5.0%, due 2014-2038, par value $325,195 ...........cvvnnn... 332,815 333,991
Series O, 4.0%-6.0%, due 2016-2036, par value $266,460 ...............o..... 273,368 274,475
Total. BIHEEA... . . cown o oo o ¢ s + o sosinse o 5 ooy § Swiss § § s § 63 1,489,224 1,496,547
Medium Term Notes Series A, 7.125%, due 2026 . ... .ottt 17,351 17,347
Medium Term Notes Series A, 7.25%, due 2096 .....ovviririn e 45,441 45,439
Notes payable to bank, variable rate, due 2011 .. ......... ... ... 83,033 83,033
Total educational plant, .. oo vii it iiin i ii it i i i eeia e e 1,635,049 1,642,366
OTHER
Notes payable to bank, variable rate, due 2011 .............ccovviiiinineann. .. 93,477 93,477

Total BOITOWINES .« 1ottt iieetiiianentereanannnnenennnns

$ 1,728,526

$ 1,735,843
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H. Borrowings {continued)

In 2010, fair value of the outstanding debt is approximately

7 percent greater than the carrying value. In 2009, fair value
of the outstanding debt is approximately 3 percent more than
the carrying value. Carrying value is based on estimates using
current interest rates available for similarly rated debt of the
same remaining maturities,

The aggregate amount of debt payments and sinking fund
requirements for each of the next five fiscal years is shown in
Table 15 below.

Table 15. Debt Obligations
(i thousands of dollars)

ZOLL s wm a5 s s $ 178,879
2012 oo wamn pus s v s 2,490
2013 ... 26,500
V.04 T ——— 26,000
2015 oo 59,110

MIT maintains a line of credit with a major financial
institution for an aggregate commitment of $500.0 million.
As of June 30, 2010, $323.5 million was available under this
line of credit. The line of credit expires on March 28, 2011

and MIT plans to secure replacement financing.

Cash paid for interest on long-term debt in 2010 and 2009
was $79.4 million and $56.1 million, respectively. The
increased cash payments in 2010 were largely due to the
Series N and O fixed rate debt issued in 2009.

Variable interest rates at June 30, 2010 are shown in Table
16 below.

Table 16. Variable Interest Rates

{in thousands of dollars) Amount Rate

MHEFA Series J-1 ....... $ 125,000 0.22%
MHEFA Series J-2 ....... 125,000 0.24%
Notes payable to bank. . ... 176,510 0.40%

In the event that MIT receives notice of any optional
tender on its Series J-1 and Series J-2 variable-rate bonds,
or if these bonds become subject to mandatory tender,

the purchase price of the bonds will be paid from the
remarketing of such bonds. However, if the remarketing
proceeds are insufficient, MIT will be obligated to purchase
the bonds tendered.

I. Commitments and Contingencies

Federal Government Funding

MIT receives funding or reimbursement from Federal
Government agencies for sponsored research under
Government grants and contracts. These grants and
contracts provide for reimbursement of indirect costs based
on rates negotiated with the Office of Naval Research
(ONR), MIT’s cognizant Federal agency. MIT' indirect
cost reimbursements have been based on fixed rates with
carry-forward of under or over recoveries, except in 2008,
during which fixed rates were negotiated without carry-
forward for most on and off-campus research activity. At
June 30, 2010 and 2009, MIT recorded a net over-recovery
of $12.3 million and $2.4 million, respectively.

‘The DCAA is responsible for auditing both direct and
indirect charges to grants and contracts in support of
ONR’s negotiating responsibilicy. MIT has final audited
rates through 2009. MIT’ 2010 research revenues of
$1,369.6 million include reimbursement of indirect costs
of $197.2 million, which includes the adjustment for the
variance between the indirect cost income determined
by the fixed rates and actual costs for 2010. In 2009,
research revenues were $1,375.1 million, which included
reimbursement of indirect costs of $221.5 million.
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Leases

At June 30, 2010, there were no capital lease obligations.
MIT is committed under certain operating (rental) leases.
Rent expense incurred under operating lease obligations
was $37.9 million and $65.5 million in 2010 and 2009,
respectively. In 2009, $22.1 million of rent expense related
to The Broad Institute. Future minimum payments under
operating leases are shown in Table 17 below.

Table 17. Lease Obligations

(in thousands of dollars)
2011 s sy o v s $ 32,783
2007 ¢ oz mes @ 3 50 S 31,852
2013 ..o 29,961
2084 s wan v s men s 21,778
200F 2050 v vine sirne moniner 9,126

Investments

As of June 30, 2010, $41.8 million of investments were
pledged as collateral to various supplier and government
agencies, the largest being to the Nuclear Regulatory
Commission, and for self-insured workers’ compensation
insurance.
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I. Commitments and Contingencies {continued)

Future Construction

MIT has contracted for educational plant in the amount
of $116.5 million at June 30, 2010. It is expected that the
resources to satisfy these commitments will be provided
from unexpended plant funds, anticipated gifts, and
unrestricted funds. MIT will be committing additional
resources to planned major construction projects and
improvements to the current infrastructure over the next
several years.

Related Entities

MIT has entered into agreements, including collaborations
with third-party not-for-profit and for-profit entities

for education, research, and technology transfers. Some
of these agreements involve funding from foreign
governments. These agreements subject MIT to greater
financial risk than do its normal operations. In the opinion
of management, the likelihood of realization of increased
financial risks by MIT under these agreements is remote.

General

MIT is subject to certain other legal proceedings and claims
that arise in the normal course of operations. In the opinion
of management, the ultimate outcome of these actions will
not have a material effect on MIT"s financial position.

J. Functional Expense Classification

MIT’s expenditures on a functional basis are shown in Table 18 below.

Table 18. Expenditures by Functional Classification

(in thousands of dollars) 2010 2009
General and adminiStrative. . .. oottt e e e e e $ 438,863 $ 497,043
Instruction and unsponsored research . ... ... i 635,668 680,848
Sponsored research . ... ..o e 1,192,041 1,167,036
Auxiliary enterprises .. ... ... e e 104,489 104,443
Operation of alumni ass0Ciation . ... v vuv it e 11,505 11,916
Total Operating eXpense ... .vuv et ie it itnenraaeroaneeranrneroansnas $2,382,566 $2,461,286

K. Retirement Benefits

MIT offers a defined benefit plan and a defined con-
tribution plan to its employees. The plans cover substan-
tially all of MIT’s employees.

MIT also provides retiree welfare benefits (certain health
care and life insurance benefits) for retired employees.
Substantially all of MTT" employees may become eligible for
those benefits if they reach a qualifying retirement age while
working for MI'T. Retiree health plans are paid for in part by
retirees, their covered dependents, and beneficiaries. Benefits
are provided through various insurance companies whose
charges are based either on the claims and administrative
expenses paid during the year or annual insured premiums.
Retiree life insurance plans are non-contributory and cover
the retiree only. MIT maintains a trust to pay for retiree
welfare benefits.

NOTES TO FINANCIAL STATEMENTS

MIT contributes to the defined benefit plan amounts that
are actuarially determined to provide the retirement plan
with sufficient assets to meet future benefit requirements.
There were no contributions to the defined benefit plan in
2010 or 2009.

For purposes of calculating net periodic pension cost for
the defined benefit plan, plan amendments are amortized
on a straight-line basis over the average future service to
expected retirement of active participants at the date of

the amendment. Cumulative gains and losses (including
changes in assumptions) in excess of 10 percent of the
greater of the projected benefit obligation or the market-
related value of assets are amortized over the average future
service of active participants. The annual amortization shall
not be less than the total amount of unrecognized gains and
losses up to $1 million.
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K. Retirement Benefits (continued)

The amount contributed and expenses recognized during
2010 and 2009 related to the defined contribution plan were
$39.2 million and $40.3 million, respectively.

For purposes of calculating net periodic postretirement
benefit cost, a portion of the current obligation, related to the
transition to the accounting standard Employers’ Aeconnting
for Postretivement Benefits Other than Pensions, is being
amortized on a straight-line basis over 20 years from the date
of adoption of that statement in 1994. Plan amendments are

amortized on a straight-line basis over the average future
service to full eligibility of active participants at the date of
amendment. Cumulative gains and losses (including changes
in assumptions) in excess of 10 percent of the greater of

the plan’s obligation or the market related value of assets

are amortized over the average future service of active
participants. The annual amortization shall not be less than
the total amount of unrecognized gains and losses up to

$1 million.

Components of Net Periodic Benefit (Income) Cost and Other Amounts Recognized in Unrestricted Net Assets

Table 19 summarizes the components of net periodic benefit (income) cost recognized in the Statement of Activities and
other amounts recognized in unrestricted net assets for the years ended June 30, 2010 and 2009.

in Unrestricted Net Assets

Table 19. Components of Net Periodic Benefit (Income) Cost and Other Amounts Recognized

Postretirement Welfare

Defined Benefit Plan Benefit Plan
|

(in thousands of dollars) 2010 2009 2010 2009
Components of net periodic benefit (income) cost
o) s el oo -1 54,179 % 54344 % 16,581 § 15,009
Interest CoSt. oo vt e et 131,994 134,080 25,901 25,137
Expected return on plan assets. .. ....ovviiiniieann (222,291 (215,752) (20,422) (20,647)
Amortization of transition amount, .. .............. - - 4,776 4,776
Amortization of net actuarial (gain) loss............. (29,500) (31,172) 4,409 2,380
Amortization of prior service cost . ... ... il 2,180 2,180 3,555 3,555
One-tme specific termination benefits ............. - 1,143 - -
Net periodic benefit (income) cost. .. ........... (63,438) (55,177) 34,800 30,210
Other amounts recognized in unrestricted net assets
Current year actuarial loss . ..........oooooiaa, .., 183,120 § 728482 § 40,437 % 78,677
Amortization of actuarial gain (loss). ............... 29,500 31,172 (4,409) (2,380)
Current year prior SErviCe COSE. ... ovuvveveunane... - - - -
Amortization of prior service cost ................. (2,180) (2,180 (3,555) (3,555)
Amortization of transition obligation. .............. - - 4,776) (4,776)
Total recognized in unrestricted net assets....... 210,440 757,474 27,697 67,966
Total recognized in net periodic benefit (income)

cost and unrestricted net assets ........c.0.... $ 147,002 $ 702,297 $ 62,497 § 98,176

The estimated net actuarial gain and prior service cost for
the defined benefit plan that will be amortized from unre-
stricted net assets into net periodic benefit income during
the next fiscal year are $3.1 million and $2.2 million, respec-
tively. The estimated net actuarial loss, prior service cost,
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and transition obligation for the postretirement welfare
benefit plan that will be amortized from unrestricted net
assets into net periodic benefit cost during the next fiscal
year are $10.3 million, $3.6 million, and $4.8 million,
respectively.
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K. Retirement Benefits (continued)

Benefit Obligations and Fair Value of Assets

Table 20 summarizes the benefit obligations, plan assets, amounts recognized in the Statements of Financial Position, and
amounts recognized in unrestricted net assets for MIT’s retirement benefit plans. MIT uses a June 30 measurement date

for its defined benefit pension and postretirement welfare benefit plans.

Table 20. Benefit Obligations and Fair Value of Assets

Postretirement Welfare

Defined Benefit Plan Benefit Plan

[ [ I
(in thousands of dollars) 2010 2009 2010 2009
Change in benefit obligation
Benefit obligation at beginning of year ............. $ 2,118,977 § 2,066,978 $ 409,738 § 382,845
SEIVICE COSE v v et eie et i s 54,179 54,344 16,581 15,009
IEETESE BOSE - v s v v s o v o9 wves wivs & B9 & 131,994 134,080 25,901 25,137
Retiree contributions. . . .......oviii i = - 3,200 3,105
Net benefit payments and transfers ................ (117,535) (111,972) (23,474 (22,043)
Assumption changes and actuarial net loss (gain) .. ... 106,262 (25,596) 40,224 5,685
One-time specific termination benefits . ............ - 1,143 - -
Benefit obligations atend of year. . ............. 2,293,877 2,118,977 472,170 409,738
Change in plan assets
Fair value of plan assets at beginning of year. . ....... 2,284,819 2,989,316 234,601 251,684
Actual return on planassets ........ ... L. 145,434 (538,325) 20,209 (52,345)
Employer contributions ..o, - (54,200) 2,038 56,604
Retiree contributions. . . ........vviiiiniinn - - 3,200 3,105
Net benefit payments and transfers .. .............. (117,53%) (111,972) (25,513) (24,447)
Fair value of plan assets at end of year........... 2,312,718 2,284,819 234,535 234,601
Funded (unfunded) status at end of year......... $ 18841 §$ 165842 $ (237,635 $ (175,137)

Amounts recognized in the statements of
financial position consist of:

Benefitassets . ..ot i e $ 18,841 §$ 165,842 § - 5 -

Benefitliability .. . von v vum s o s sisvs s 5 i ssaens - - (237,635) (175,137)
Tt sre e 3 ¢ smpmws  vammes § PaesEs ¥ SEnms ¥ § SoE $ 18841 § 165842 § (237,635 $ (175,137)
Amounts recognized in unrestricted net

assets consist of:

Net actuarial loss (gain). . ........cooo it $ 192,250 $§ (20,371) $ 184971 § 148942

Prior ServiceiCosts « «ww ¢ wam saovs wavs vaswn wws ¢ ss g 9,001 11,182 3,557 7,113

Transiton liability. .. ..ot - - 14,327 19,103

¢ 1 $ 201,251 $ (9,189) $ 202,855 $ 175,158

NQTES TO FINANCIAL STATEMENTS

22




K. Retirement Benefits {continued)

The accumulated benefit obligation for MIT’s defined
benefit pension plan was $2,157.9 million and $2,011.3
million at June 30, 2010 and 2009, respectively.

Defined benefit plan funding rules are set forth under the
Pension Protection Act of 2006 (PPA). On a PPA basis,

the funded position of a plan is measured by comparing

the actuarial value of assets with the funding target. The
actuarial value of assets is an average of the fair market
value over a three-year period adjusted for cash flow and
expected earnings, but not greater than 110 percent of the
fair market value. The funding target is the present value of
benefits accrued or earned as of the valuadon date (January
1). As of January 1, 2010 (the plan’s valuation date), the
MIT defined benefit pension plan was estimated at 132.4
percent funded on a PPA basis. This is based on a funding
target of $1,986.0 million and an actuarial value of assets of
$2,630.3 million.

Under rules set forth in the accounting standard for
accounting and reporting of pension costs, the funded
position of the plan is measured by comparing the fair value

of assets with the accumulated benefit obligation (ABO) or
the projected benefit obligation (PBO). The ABO equals
the present value of benefits as of the end of the fiscal year
(June 30). The PBO equals the ABO adjusted for the effect
of future expected pay increases. As of June 30, 2010, the
MIT defined benefit pension plan was 107.2 percent funded
on an ABQO basis. This is based on an ABO of $2,157.9
million and the fair value of assets of $2,312.7 million.

The ABO and PPA funded percentages differ primarily due
to the difference in plan assets and economic conditions
(and therefore plan valuation assumptions) between
January 1, 2010 and June 30, 2010.

MIT has recognized the effect of the expected Medicare
subsidy by reducing its accumulated postretirement benefit
obligation by $62.6 million and $67.8 million as of June

30, 2010 and 2009, respectively. This initial reduction was
recognized as an actuarial gain. Additionally, the service and
interest cost components of postretirement benefits cost
were reduced in 2010 and future periods.

Table 21. Assumptions and Health Care Cost Trend Rates

Postretirement Welfare

Pension Benefit Plan l Benefit Plan I

| 2010 2009 | 2010 2009
Assumptions used to determine benefit obligation
as of June 30:
DISCOURMETALE s s civn s wu wiws mn ¥ 558 3904 yo d i ¢ 5.84% 6.25% 5.71% 6.25%
Rate of compensation increase! ................... 4.00% 4.00%
Assumptions used to determine net periodic benefit
(income) cost for year ended June 30:
DY iSEOMNEEAEL, vy wumsin sasn wsines svamss s @ inise ssicis s & 6.25% 6.50% 6.25% 6.50%
Expected long-term return on plan assets . .......... 8.00% 8.00% 7.00% 7.00%
Rate of compensation increase ... ... ... oL 4.00% 4.00%
Assumed health care cost trend rates:
Health care cost trend rate assumed for next year. . . . . 7.50% 8.00%
Rate to which the cost trend rate is assumed to decline
(the uldmate trend rate) . ..., 5.00% 5.00%
Year that the rate reaches the uldmate trend rate . ... . 2015 2015

' The average rate of salary increase is assumed to be 2% for 2011, 3% for 2012, and 4% thereafter

The expected long-term rate of return assumption
represents the expected average rate of earnings on the
funds invested or to be invested to provide for the benefits
included in the benefit obligation. The long-term rate

of return assumption is determined based on a number
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of factors, including historical market index returns, the
anticipated long-term asset allocation of the plans, histori-
cal plan return data, plan expenses and the potental to
outperform market index returns.
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K. Retirement Benefits (continued)

As an indicator of sensitivity, 2 one percentage point change in the assumed health care cost trend rate would effect 2010 as
shown in Table 22 below.

Table 22. Health Care Cost Trend Rate Sensitivity

(in thousands of dollars) 1% point increase 1% point decrease

Effect on 2010 post-retirement service and interest cost ................... $ 7,078 $ (5,820

Effect on post-retirement benefit obligation as of June 30,2010............. $ 56,690 $ (47,743)
Plan Assets Investment policies and strategies governing the assets of

polic: Cgles g g

The investment objectives for the assets of the plans are to th.e Plnns SiE dES%gned to achieve investment objectives
minimize expected funding contributions and to meet or within prudent risk parameters. Risk management
exceed the rate of return assumed for plan funding purposes ~ Practices include the use of external investment managers
over the long-term. The nature and duration of benefit and the maintenance of a portfolio diversified by asset
obligations, along with assumptions concerning asset class, SRR approacah and security holdings, and
class returns and return correlations, are considered when the-mal.ntenance of sufficient liquidity to meet benefit
determining an appropriate asset allocation to achieve the obligations as they come due.

investment objectives.

Table 23 below presents investments of MIT’s defined benefit plan and postretirement welfare benefit plan, which are
included in plan assets at fair value as of June 30, 2010, grouped by the valuation hierarchy defined in Note C. Details of
the methodology used to value each category of investments are discussed in Note C.

‘Table 23. Investments in Retirement Benefit Plans
(in thousands of dollars)
Quoted prices in  Significant othar Significant
active markets observable inputs  unobservable
Defined Benefit Plan {level1) {level 2) inputs {level 3) Total fair value
Cash equivalents ..........c..ooveeninn... $ 11,441 § - 3 - § 11,44
Fixedincome . ....... ... ... 196,123 65,130 - 261,253
Equides ... 325,635 112,441 727,149 1,165,225
Marketable alternatives. .......oviviinn.nn - 42,150 597,032 639,182
Realestate . ...ooveviiii it e - - 225,241 225,241
Interestrate futures. . .....oovviivnnennnn.. (196) - = (196)
$ 533,003 $ 219721  $1549422  $2,302,146
Less: Amounts held in 401¢h) accounts . ...... 4,371)
Total investments . .............c0vvveenn.. W
Postretirement Welfare Beneft Plan
Cashequivalents .....c.ovvvvnnvennnnn s, $ 1,920 % - $ - $ 1,920
Fixedincome . .......civivrriiinennnnnn.. - 52,857 = 52,857
EqUities con cumn nans s 5 ons savs om ¢ 05 s 20,823 73,176 29,527 123,526
Marketable alternatives. . .................. - 7,328 33,232 40,560
Realestate . ....coviineiiiiieiiinnnnnnnns - - 7,140 7,140
Total investments .. .......covverrrrrrran..s $§ 22743 § 133,361 $ 69,899 $ 226,003
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K. Retirement Benefits (continued)

Table 24 below is a rollforward of the investments classified by MIT’s defined benefit plan and postretirement welfare
benefit plan within Level 3 of the fair value hierarchy defined in Note C as at June 30, 2010.

Table 24. Rollforward of Level 3 Investments for the Retirement Benefit Plans
{in thowsands of dollars)
Marketable Total
Defined Benefit Plan Equities alternatives Real Estate Investments
Fair value, July 1,2009................ $ 718,968 § 625515 $ 239,666 $ 1,584,149
Realized gains (losses) . ...........o.... (33) 755 - 702
Unrealized gains (losses) ............... 21,745 34,408 (38,337) 17,816
Net purchases, sales, setdlements. .. ...... (4,432) (21,496) 23,912 (2,0106)
Transfersofassets . ..........oovnin. .. (9,079) (42,150) - (51,229)
Fair value, June 30,2010.............. § 727,149 $ 597,032 $ 225241 $ 1,549.422
Postretirement Welfare Benefit Plan
Fair value, July 1,2009................ $ 23511 $ 32,919 b 6,519 $ 62,949
Realized gains (losses) . ................ (5 105 - 100
Unrealized gains (losses) . .............. 2,948 (1,409) (108) 1,431
Net purchases, sales, settlements. ........ 4,299 8,945 729 13,973
Transfersofassets ... oovvvvivnnenennnn. (1,226) (7,328) = (8,554
Fair value, June 30,2010.............. $ 29,527 $ 33,232 $ 7,140 $ 69,899

The unfunded commitments which MIT’ defined benefit plan and postretirement welfare benefit plan have made to
various investments as of June 30, 2010 and 2009 are listed in Table 25 below.

Table 25. Unfunded Commitments
(in thousands of dollars)

Defined Benefit Plan

Postretirement Welfare Benefit Plan

l |

2010 2009 2010 2009
EGUINES & cnp nams smns ws 3o v ¥ 40 o $ 276,607 $ 313,986 $§ 20440 $ 22,881
Marketable alternatives. . .............. 65,078 114,244 10,061 10,891
Realestate .....oovvviinninninnnann.. 183,496 222,749 11,280 12,993
8 v 7 $ 525,181  $ 650,979 $ 41,781 $ 46,765

Target allocations and weighted-average asset allocations of the investment portfolio for the MIT defined benefit

plan and postretirement welfare benefit plan at June 30, 2010 and 2009 are shown in Table 26 at the top of the
next page.
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K. Retirement Benefits (continued)

Table 26. Plan Investments

Defined Benefit Plan Postretirement Welfare Benefit Plan
Plan Assets as of June 30 Plan Assets as of June 30

Target l [ Target |

Allocation 2010 2009 Allocation 2010 2009

Cash & cash equivalents....... - - 4% - 1% 1%
Fixedincome ................ 8% 11% 8% 20% 23% 18%
EAIHGes s s one s vos nin g ina 52% 51% 51% 55% 55% 62%
Marketable alternatives........ 29% 28% 27% 20% 18% 16%
Realestate . ........coovviint. 11% 10% 10% 5% 1% 3%
Tkl s ¢ vvncs 5 woins sands s 100% 100% 100% 100% 100% 100%

The following table summarizes the notional exposure and net ending fair value of derivative financial instruments
held by the MIT defined benefit plan at June 30, 2010. Refer to Note D for detailed discussion regarding derivative
financial instruments. The postretirement welfare benefit plan did not have any outstanding derivative financial

instrument at June 30, 2010.

Table 27. Derivative Financial Instrument for Defined Benefit Plan
Notional exposure

Net ending fair

Short

{in thousands of dollars) Long value amount Net loss
Fixed income instruments
Fixed income futures................ $ - % (11,900) 5 (196) $ (649)
Total fixed income instruments ........ $ - § (11,900 $ (196) $ (649)
Contributions $54.2 million to the postretirement welfare benefit plan.

MIT does not expect to contribute to its defined benefit
pension plan, and expects to contribute approximately $37.2
million to its postretirement welfare benefit plan in 2011.
These contributions have been estimated based on the same
assumptions used to measure MIT's benefit obligation at
June 30, 2010. In 2009, under the provisions of Section 420
of the Internal Revenue Code, the MIT defined benefit
plan transferred $54.2 million of excess pension assets

to the postretirement welfare benefit plan. The transfer
resulted in a negative contribution of $54.2 million for

the defined benefit plan and a positive contribution of

MIT also contributed $2.0 million and $2.4 million to
the postretirement welfare benefit plan in 2010 and 2009,
respectively.

Expected Future Benefit Payments

Table 28 reflects total expected benefit payments for

the defined benefit and postretirement welfare benefit
plans, as well as expected receipt of the federal subsidy.
These payments have been estimated based on the same
assumptions used to measure MIT’ benefit obligation at
June 30, 2010.

Table 28. Expected Future Benefit Payments

Pension Other Federal
(in thousands of dollars) Benefits Benefits’ Subsidy?
2001 v pows 508 5 558 0800 00 § BAR Ll Salt » ik sugms s § 119,717 $ 30,251 $ 2,449
BOLD v smmmn wncsn vmome wooncs s yosus Yoms A9 ¢ BT GEER B 128,704 32,710 2,716
2003 e e 132,490 34,896 2,988
2O owais v00. 5 B0 5 595 Btk Sk Rosmne sasssss momee 5 aaora Stusn o 136,379 36,755 3,249
2O1S wawn vemy sop 5 v woos s DEas DU w5 § AUS SRS N 140,416 38,554 3,494
20162020 1o v vinin 5 s svmms s sowmrs smars s + s wovss o 763,818 218,485 21,261
"Other benefits reflect the total net bencfits expected to be paid from: the plans (i.c., gross benefit reimbursenients offset by retiree contributions),
? Federal subsidy reflects the amount MIT is expected to veceive from the government and reflects MIT's expected drugs claims experience.
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L. Components of Net Assets and Endowment

Table 29 below presents the three categories of net assets restricted net assets in other investment funds is pledges,
by purpose as of June 30, 2010. The amounts listed in the  the majoriey of which will be reclassified to unrestricted
unrestricted column labeled Endowment Funds Principal net assets when cash is received. Certain funds invested in
are those gifts received over the years that MIT designated ~ MIT’ endowment pool previously shown as part of MI'T%s
as funds functioning as endowment and invested with endowment have been reclassified to other invested funds
the endowment funds. A large component of temporarily to conform to the June 30, 2010 presentation.

Table 29. Fund Category

| 2010 — I
Temporarily Permanently 2009

(in thousands of doflars) Unrestricted Restricted Restricted Total Total
Endowment funds principal
General purpose . ........... ... $ 582,060 § 684205 $§ 217,665 $§ 1,483,930 §$ 1,432,233
Departments and research. ............ 346,759 585,748 417,113 1,349,620 1,271,207
LABTATE o v s vams snis sams sy ¢ ss s 8,119 13,397 7,833 29,349 28,463
Professorships ...................... 330,279 1,611,015 582,449 2,523,743 2,416,802
Graduate general . ...l 50,029 76,029 76,856 202,914 189,690
Graduate departments. . .............. 63,678 179,230 171,322 414,230 386,302
Undergraduate. ..................... 146,915 656,135 312,027 1,115,077 1,058,510
Prizes. . .ovie i i 5,719 15,705 17,041 38,465 37,225
Miscellaneous. . ........covvinvennnnn 711,311 124,036 71,087 906,434 813,699
Investment income held for distribution . 253,559 - - 253,559 246,190
Endowment funds before pledges. .. .... 2,498,428 3,945,500 1,873,393 8,317,321 7,880,321
Pledges.......cooviviiiiiiiiiian. = = 146,137 146,137 169,784
Total endowment funds. . . .......... 2,498,428 3,945,500 2,019,530 8,463,458 8,050,105
Other invested funds
Student loan funds. ... ............... 20,180 » 16,928 37,108 37,425
Buildingfonds ............ ... ..., 45,396 143,373 - 188,769 205,881
Designated purposes:
—Departments and research ... ........ 265,207 - - 265,207 258,747
—Ortherpurposes.................... 83,620 - - 83,620 51,440
Reservefunds. ...................... 95,168 - - 95,168 98,316
Real estate gifts held forsale........... 6,275 = @ 6,275 7,908
Lifeincome funds ................... 6,209 36,598 65,480 108,287 99,412
Pledges. o« von s vom svs s v s v sipn o - 264,945 = 264,945 294,953
Other funds available for current expenses 329,537 72,650 - 402,187 416,783
Funds expended for educational plant . .. 409,281 - - 409,281 425,418
Totalotherfunds ................... 1,260,873 517,566 82,408 1,860,847 1,896,283
Total net assets at fair value............ $ 3,759,301 $ 4463,066 $ 2,101,938 $ 10,324,305 $9,946,388
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L. Components of Net Assets and Endowment (continued)

MIT' endowment consists of approximately 3,000
individual funds established for a variety of purposes and
includes both donor-restricted endowment funds and
funds designated by the Executive Committee of the
MIT Corporation (Executive Committee) to function

as endowments. As required by US GAAP, net assets
associated with endowment funds, including funds
designated by the Executive Committee to function as
endowments, are classified and reported based on the
existence or absence of donor-imposed restrictions.

The Executive Committee of MIT has interpreted the
Massachusetts-enacted version of Uniform Prudent
Management of Institutional Funds Act (UPMIFA) as
allowing MIT to appropriate for expenditure or accumulate
so much of an endowment fund as MIT determines is
prudent for the uses, benefits, purposes and duration for
which the endowment fund is established, subject to the
intent of the donor as expressed in the gift instrument.
Unless stated otherwise in the gift instrument, the assets in
an endowment fund shall be donor-restricted assets until
appropriated for expenditure by the Executive Committee,

Fiscal Year 2010

As a result of this interpretation, MI'T has not changed the
way permanently restricted net assets are classified. See
Note A for further information on net asset classification.
The remaining portion of the donor-restricted endowment
fund that is not classified in permanently restricted net
assets is classified as temporarily restricted net assets until
those amounts are appropriated for expenditure in a manner
consistent with the standard of prudence prescribed by
UPMIFA. In accordance with UPMIFA, the Executive
Committee considers the following factors in making a

determination to appropriate or accumulate endowment
funds:

I the duration and preservation of the fund

ii.  the purposes of MIT and the endowment fund

ili.  general economic conditions

iv.  the possible effects of inflation and deflation

v.  the expected total return from income and the
appreciation of investments

vi.  other resources of MIT

the investment policies of MIT

Table 30. Endowment Net Asset Composition by Type of Fund as of June 30, 2010

Endowment net assets, June 30, 2010

Temporarily ~ Permanently
(in thousands of doilars) Unrestricted Restricted Restricted Total
Donor-restricted endowment funds . . .............. $§ (29,106 $ 3,945,500 $ 2,019,530 § 5,935,924
Board-designated endowment funds ............... 2,527,534 - — 2,527,534
Total endowment funds .........ccooivvinnnnn $ 2,498,428 §$ 3,945,500 % 2,019,530 § 8,463,458
Table 31. Changes in Endowment Net Assets for the Fiscal Year ended June 30, 2010
Temporarily Permanently

(in thousands of dollars) Unrestricted Restricted Restricted Total
Endowment net assets, June 30,2009 .............. $ 2328856 $ 3,807,297 §$ 1,913,952 § 8,050,105
Investment return:

Investment INCOIME v oo vvveineinr i ennennran 20,403 42,293 8,406 71,102

Net appreciation (realized and unrealized). ........ 276,468 414,261 5,957 696,686
Total investment return. ... ..o.vevneerinrrennn.. 296,871 456,554 14,363 767,788
Contributions ......cooviiiieniinniiinnnennnnn. 2,964 - 58,815 61,779
Appropriation of endowment assets for expenditure. . . (137,784) (317,796) (3,964) (459,544)
Other changes:

Underwater gain adjustment and funds

held for reinvestment. . .. ....cvvvevr i (4,794 4,794 630 630
Net asset reclassifications and transfers to create
board-designated endowment funds............ 12,315 (5,349) 35,734 42,700

$ 2,498,428 §$ 3,945,500 S 2,019,530 $ 8,463,458

NOTES TO FINANCIAL STATEMENTS
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L. Components of Net Assets and Endowment (continued)

Fiscal Year 2009

Table 32. Endowment Net Asset Composition by Type of Fund as of June 30, 2009

Endowment net assets, June 30, 2009

ooooooooooo

Tempararily Permanently
(in thousands of doflars) Unrestricted Restricted Restricted Total
Donor-restricted endowment funds. . .............. $  (24312) § 3,807,297 § 1,913,952 § 5,696,937
Board-designated endowment funds ............... 2,353,168 - - 2,353,168
Total endowment funds .........coviiiininn. $ 2,328,856 § 3,807,297 $ 1,913,952 % 8,050,105
Table 33. Changes in Endowment Net Assets for the Fiscal Year ended June 30, 2009
Temporarily Permanently

(in thousands of dollars) Unrestricted Restricted Restricted Total
Endowment net assets, June 30,2008 .............. $ 3,033,023 $5,257,253 $1,823,073  $10,113,349
Investment return:

Investmentincome .........overiiinniennnn.n. 21,970 48,094 4,040 74,110

Net depreciation (realized and unrealized) ........ (609,868) (1,131,858) 24,337y (1,766,063)
Total investmentreturn. ........ovviiiinnenn.. (587,898)  (1,083,764) (20,291)  (1,691,953)
Contributions . .....coviiriirereriannrrnes 4,455 - 108,155 112,610
Appropriation of endowment assets for expenditure. . . (153,545) (364,402) - (517,947)
Other changes:

Underwater gain adjustment and funds

held for reinvestment. ... ...oovviiiiininnn... (23,984) 23,984 4,587 4,587
Net asset reclassifications and transfers to create
board-designated endowment funds............ 56,805 (25,774) (1,572) 29,459

$ 2,328,856 $ 3,807,297 $ 1,913,952 $ 8,050,105

Underwater Endowment Funds

From time to time, the fair value of assets associated with
individual donor-restricted endowment funds may fall
below the value of the initial and subsequent donor gift
amounts (underwater). When underwater endowment
funds exist, they are classified as a reduction of unrestricted
net assets. ‘Total underwater endowment funds reported in
unrestricted net assets were $29.1 million and $24.3 million
as of June 30, 2010 and 2009, respectively. The underwater
status of these funds resulted from unfavorable market
fluctuations,

28

Investment and Spending Policies

MIT maintains its investments primarily in two investment
pools: Pool A, principally for endowment and funds
functioning as endowment, and Pool C, principally

for investment of current funds of MIT’ schools and
departments and MIT"s operating funds. Pool A operates
as a mutual fund with units purchased and redeemed based
on the previous month's unit market value of Pool A. The
total market value of Pool A was $8,603.4 million at June
30, 2010 and $8,143.7 million at June 30, 2009. Pool A
includes certain operadng and life income funds totaling
$454.7 million at June 30, 2010 and $425.5 million at June
30, 2009. Certain assets are also maintained in separately
invested funds. Separately invested funds totaled $168.6
million as of June 30, 2010 and $162.1 million as of

June 30, 2009.
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L. Components of Net Assets and Endowment (continued)

MIT has adopted endowment investment and spending
policies designed to provide a predictable stream of
funding to programs supported by its endowment while
maintaining the purchasing power of endowment assets. An
additional investment goal is to maximize return relative to
appropriate risk such that performance exceeds appropriate
benchmark returns at the total pool, asset class and
individual manager levels.

To achieve its long-term rate of return objecdves, MIT
relies on a total return strategy in which investment returns
are realized through both capital appreciation (realized and
unrealized gains) and current yield (interest and dividends).
MIT targets a diversified asset allocation that places greater
emphasis on equity-based investments to achieve its long-
term objectives within prudent risk constraints.

The Executive Committee of the Corporation votes to
distribute funds for operational support from general
investments. In accordance with MI'T% spending policy,

NOTES TO FINANCIAL STATEMENTS

these distributions are funded from both investment income
and market appreciation. In 2010, the distribution rate was
$69.21 per Pool A unit, consistent with 2009. Tn 2010, the
amount distributed for spending from Pool A and Pool

C totaled $581.8 million, compared to $574.5 million
distributed in the prior year. In 2010, the distribution to
Pool A and Pool C included $459.1 million from investment
gains, or 78.9 percent of the total distributed to funds. In
2009, the comparable amount distributed included $476.8
million, or 83.0 percent, from investment gains. During
2010, distributions from separately invested funds were

$4.2 million, compared to $5.4 million in 2009. The income
earned in Pool C, or currently invested funds, was fully
distributed. In addition to the aforementioned distributions,
there was also a special distribution of $24.0 million from
gains in Pool C in 2009. No such distribution was made

in 2010.
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M assachusetts | nstitute of Technology
Schedule of Expenditures of Federal Awards
For the Year Ended June 30, 2010

Federal
Federal Grantor/ Pass Through Grantor/ CFDA
Program Title Number

Resear ch and Development
U.S. Department of Defense:
Air Force
Army
Navy
Defense Advance Research Project Agency
Ballistic Missile Defense Organization
National Security Agency
Classified
Other DOD
Passthrough
Total Department of Defense

U.S. Department of Energy

U.S. Department of Energy - Passthrough

U.S. Department of Health and Human Services

U.S. Department of Health and Human Services - Passthrough
National Aeronautics & Space Administration

National Aeronautics & Space Administration - Passthrough
National Science Foundation

National Science Foundation - Passthrough

Federal Aviation Administration

National Oceanic & Atmospheric Administration

Other Federa Sponsors

Other Federa Sponsors - Passthrough

Total Research and Development, non-capital projects Appendix A

Research and Development, Capital Projects - ARRA Note 5
Total Research and Development*

Fellowships
National Science Foundation Fellowships 47.076

* These programs include ARRA expenditures, which are detailed in Appendix A, B, and C.

The accompanying notes are an integral part of this schedule.

Federal
Expenditures

$ 267,253,900
77,527,660
54,285,363
29,609,821
78,331,823

7,396,092
72,009,781
145,360,095
38,993,142

$ 770,767,677

65,493,619
7,619,490
142,591,970
15,530,858
44,575,897
10,208,904
54,678,389
15,325,553
39,142,073
5,355,872
16,727,285
1,157,701

$ 1,189,175,288

244,184

$ 1,189,419,472

$ 8,568,678
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Federal Grantor/ Pass Through Grantor/
Program Title

Student Financial Assistance Cluster Expenditures
U.S. Department of Education Cluster:
Grants:
Pell
Federal Supplemental Educational Opportunity
Academic Competitiveness Grant
National SMART Grant

Federal Work Study*
Federal Direct Stafford

Perkins:
New Loans
Balance Outstanding From Prior Y ears
Loan Administrative Cost Allowance

Guaranteed Loans:
Parent Loans for Undergraduate Students (PLUS)

Total Student Financial Assistance Cluster Expenditures

Other Federa Expenditures:

Department of Defense

Department of Defense - Passthrough

Department of Energy

Department of Energy - Passthrough

Department of Health and Human Services

Department of Health and Human Services - Passthrough
National Aeronautics & Space Administration

National Aeronautics & Space Administration - Passthrough
National Science Foundation

National Science Foundation - Passthrough
Miscellaneous Federal Government

Miscellaneous Federal Government - Passthrough

Total Other Federal Expenditures®

Total Federal Expenditures

* These programs include ARRA expenditures, which are detailed in Appendix A, B, and C.

The accompanying notes are an integral part of this schedule.
32

Federal
CFDA
Number

84.063
84.007
84.375
84.376

84.033
84.268

84.038

84.032

Appendix B
Appendix C
Appendix B
Appendix C
Appendix B
Appendix C
Appendix B
Appendix C
Appendix B
Appendix C
Appendix B
Appendix C

$

Federal

Expenditures

3,376,058
1,875,059
166,625
480,000

1,792,899

15,276,240

7,251,387

28,674,148
444,129

6,248,364

$

65,584,909

$

230,014
4,391,544
232,461
1,630,392
2,241,245
33,768
1,008,642
460,753
2,494,573
614,985
1,564,020
233,429

$

15,135,826

$ 1,278,708,885




M assachusetts I nstitute of Technology
Notesto Schedule of Expenditures of Federal Awards
June 30, 2010

1. Basis of Presentation

The accompanying schedule of expenditures of federal awards and appendices A, B and C (the
"Schedule") summarizes the expenditures of the Massachusetts Institute of Technology (the
"Institute") under programs of the federal government for the year ended June 30, 2010.
Because the Schedule presents only a selected portion of the activities of the Institute, it is not
intended to and does not present the financial position, changes in net assets and cash flows of
the Institute. The accompanying Appendix A, B, and C provide detail on the federal awards
expended by the Institute.

For purposes of the Schedule, federal awards include all grants, contracts and similar
agreements entered into directly between the Institute and agencies and departments of the
federal government and all subawards to the Institute by nonfederal organizations pursuant to
federal grants, contracts and similar agreements. The information in this schedule is presented
in accordance with the provisions of Office of Management and Budget Circular A-133, Audits of
States, Local Governments, and Nonprofit Organizations. Therefore, certain amounts presented
in the Schedule may differ from amounts presented in, or used in preparation of, the
consolidated financial statements. CFDA and pass-through numbers are provided when
available. Negative amounts represent adjustments to amounts reported in prior years in the
normal course of business.

2. Summary of Significant Accounting Policies for Federal Expenditures

Expenditures for direct costs are recognized as incurred using the accrual method of accounting
and the cost accounting principles contained in OMB Circular A-21, Cost Principles for
Educational Institutions. Under those cost principles, certain types of expenditures are not
allowable or are limited as to reimbursement. Moreover, expenditures include a portion of costs
associated with general Institute activities (facilities and administrative costs) which are allocated
to awards under negotiated formulas commonly referred to as facilities and administrative rates.

The Institute receives funding from federal government agencies for sponsored research under
government grants and contracts. These grants and contracts provide for reimbursement of
indirect costs based on rates negotiated with the Office of Naval Research (ONR), the Institute's
cognizant federal agency. The Institute's indirect cost reimbursements are based on fixed rates
with carryforward of under or over recoveries.

The Defense Contract Audit Agency (DCAA) is responsible for auditing both direct and indirect
charges to grants and contracts in support of ONR's negotiating responsibility. The Institute has
fixed rates for indirect costs through the 2009 fiscal year.

3. Federal Student Loan Programs

The Perkins Loan Program (CFDA #84.038) is administered directly by the Institute and
balances and transactions relating to this program are included in the Institute's consolidated
financial statements.

The Federal Direct Stafford and PLUS (CFDA #84.268 and #84.032) loan programs are not

administered by the Institute and balances and transactions relating to these programs are not
included in the Institute's consolidated financial statements.
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M assachusetts I nstitute of Technology
Notesto Schedule of Expenditures of Federal Awards
June 30, 2010

4.

Subrecipients

In the Research and Development cluster (Appendix A-1, A-2 and A-3), a total of $106,674,691
was passed-on to subrecipients.

For other programs (Appendix B and C), a total of $107,076 was passed-on to subrecipients, as
follows.

Amount Passed

Project Name CFDA to Subrecipients
Cdio In Aerospace Engineering Education 43.000 $47,330
Bbsi Hst-Mgh Summer Institute for 47.041 $45,466
Biomed
Precise Localization of Neutron Star Sof 43.000 $14,280

Research and Development Capital Projects

In the Research and Development Cluster, the following amount was expended related to capital
projects under direct awards received from the U.S. Department of Health and Human Services:

Project Name CFDA Federal Expenditures
ARRA — Extramural Research Facilities 93.702 $244,184
Improvements
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Appendix A-2 Detail
M assachusetts I nstitute of Technology
Schedule of Federal Expenditures- Lincoln Laboratory
By Sponsor & Contract - FY 2010

Sponsor Program Program Name Total

DIRECT AWARDS

DEPARTMENT OF DEFENSE

AIR FORCE

FA8721-05-C-0002 Various 251,337,728

ARMY

FA8721-05-C-0002 Various 50,124,758

MDA

FA8721-05-C-0002 Various 78,331,823

DARPA

FA8721-05-C-0002 Various 23,476,533

NAVY

FA8721-05-C-0002 Various 36,920,268

NSA

FA8721-05-C-0002 Various 7,396,092

OTHER DOD

FA8721-05-C-0002 Various 142,699,497

CLASSIFIED

FA8721-05-C-0002 Various 72,009,781
Total Department Of Defense $ 662,296,480

NON-DEPARTMENT OF DEFENSE

FAA

FA8721-05-C-0002 Various 39,142,073
NASA-Prime

FA8721-05-C-0002 Various 24,111,902
NOAA

FA8721-05-C-0002 Various 5,355,872
DOE

FA8721-05-C-0002 Various 458,972
DHS

FA8721-05-C-0002 Various 13,258,028

OTHER CLASSIFIED

FAB8721-05-C-0002 1846 $ 934,239
FA8721-05-C-0002 10035 1,723,885
FA8721-05-C-0002 10044 150,901
FA8721-05-C-0002 10084 4,183
FA8721-05-C-0002 10086 11,780
FA8721-05-C-0002 10094 10,628
FA8721-05-C-0002 10097 3614
FA8721-05-C-0002 10119 1,181,556
FA8721-05-C-0002 10131 490,747
FA8721-05-C-0002 10142 839,459

Total Other Classified $ 5,350,992
Total Direct Awards $ 749,974,319
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Appendix A-2 Detail

M assachusetts I nstitute of Technology
Schedule of Federal Expenditures- Lincoln Laboratory
By Sponsor & Contract - FY 2010

Sponsor Federal Contract Number Program Name Total

PASSTHROUGH AWARDS
Research Corporation of the University of Hawaii FA9451-06-2-0338 OTA Dev. & Device Processing $ 695,361
California Association for Research in Astronomy (CARA) AST 0132798 Adv Adaptive Optics 203,344
Dartmouth College 2006-CS-001-000001-02 SCADA Vulnerabilities & Infras 23,705
University Corporation for Atmospheric Research (UCAR) NNO7CN14A Oceanic Wesather Diagnosis 43,893
Analytic Services Homeland Security Ingtitute (ANSER) W81XWH-04-D-0011 ANSER 55,062
Harvard University 3U54 Al057159-6S1 ARRA - PANACEA Antiviral Therapeutics 303,890
Homeland Security and Analysis Ingtitute HSHQDC-09-D-0003 HSSAI Collaboration 4,620

Total Passthrough Awards $ 1,329,875
Total Federal Expenditures $ 751,304,193
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Report of Independent Auditors 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 Audit Committee of the
Massachusetts Institute of Technology

We have audited the financial statements of the Massachusetts Institute of Technology (the "Institute") as
of and for the year ended June 30, 2010, and have issued our report thereon dated September 15, 2010.
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.

Internal Control over Financial Reporting

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

A deficiency in internal controls 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 and correct misstatements on a timely basis. A material weakness is a deficiency, or combination
of deficiencies, in internal control, such that there is a reasonable possibility that a material misstatement
of the Institute's financial statements will not be prevented or detected and corrected on a timely basis.

Our consideration of internal control over financial reporting was for the limited purpose described in the
first paragraph of this section and was not designed to identify all deficiencies in internal control over
financial reporting that might be deficiencies, 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.

Compliance and Other Matters

As part of obtaining reasonable assurance about whether the Institute's 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

PricewaterhouseCoopers LLP, 125 High Street, Boston, MA 02110
T: (617) 530 5000, F: (617) 530 5001, www.pwc.com/us
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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 the Institute in a separate letter dated
September 30, 2010.

This report is intended solely for the information and use of the Institute's Audit Committee, management,
federal awarding agencies and pass-through entities and is not intended to be and should not be used by
anyone other than these specified parties.

September 15, 2010
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Report of Independent Auditors on Compliance with Requirements That Could Have a Direct and
Material Effect on Each Major Program (Except Lincoln Labs) and on Internal Control Over
Compliance in Accordance with OMB Circular A-133

To the Audit Committee of the
Massachusetts Institute of Technology

In connection with the coordinated audit approach of the Massachusetts Institute of Technology (the
"Institute") as provided for in U.S. Office of Management and Budget (OMB) Circular A-133, the U.S.
Defense Contract Audit Agency ("DCAA") and PricewaterhouseCoopers LLP each performed specific
audit requirements and provided respective audit reports. Responsibilities under the coordinated audit
approach were assigned as follows:

1. The Student Financial Aid Cluster: PricewaterhouseCoopers LLP conducted the audit of the Institute's
compliance with all of the requirements described in the OMB Circular A-133 Compliance Supplement
that are applicable to its Student Financial Aid Cluster, except as noted in the third paragraph of this
report.

2. The National Science Foundation Fellowships Program: PricewaterhouseCoopers LLP conducted the
audit of the Institute's compliance with all of the requirements described in the OMB Circular A-133
Compliance Supplement that are applicable to its National Science Foundation Fellowships Program.

3. The Research and Development Cluster:

a. The DCAA conducted the audit of the Institute's compliance with requirements described
in OMB Circular A-133 Compliance Supplement that are applicable to its major federal
research and development program at Lincoln Labs, which totaled $751,304,194 of the
total on the Schedule of Federal Awards. In addition, DCAA tested the internal control
structure with respect to the compliance requirements as they relate to these awards at
Lincoln Labs under the Institute's major research and development program. Additionally,
DCAA tested the Institute's indirect cost rates for the awards within Lincoln Labs. The
DCAA's reports on compliance and internal controls are included in the package
beginning on page 260.

b. PricewaterhouseCoopers LLP conducted the audit of the Institute's compliance with all of
the requirements described in the OMB Circular A-133 Compliance Supplement that are
applicable to its major federal research and development program for all awards, except
those awards at Lincoln Labs (See ltem 3a above).

PricewaterhouseCoopers LLP, 125 High Street, Boston, MA 02110
T: (617) 530 5000, F: (617) 530 5001, wWww.pwc.com/us
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Compliance

As part of the aforementioned coordinated audit, we have audited the compliance of the Institute with the
types of compliance requirements described in the OMB Circular A-133 Compliance Supplement that
could have a direct and material effect on each of its major federal programs for the year ended June 30,
2010, except as described in the first paragraph of this report and the next paragraph of this report. The
Institute's major federal programs are identified in the summary of auditor's results section of the
accompanying schedule of findings and questioned costs (page 251-253). Compliance with the
requirements of the law, regulations, contracts and grants applicable to these major federal programs is
the responsibility of the Institute's management. Our responsibility is to express an opinion on the
Institute's compliance based on our audit.

We did not audit the Institute's compliance with the billing, collection and due diligence compliance
requirements specified by the Federal Perkins Loan Program and described in the OMB Circular A-133
Compliance Supplement. Compliance with these requirements was audited by other auditor whose report
thereon has been furnished to us, and our opinion expressed herein, insofar as it relates to the Institute’s
compliance with those requirements, is based solely on the reports of the other auditors.

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 the
Institute'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 the Institute’s compliance with those requirements.

In our opinion, based on our audit and the reports of other auditors, the Institute complied, in all material
respects, with the requirements that are applicable to the Student Financial Assistance Cluster, the
National Science Foundation Fellowships Program and the research and development program, excluding
those requirements noted in Item 3b in the first paragraph above, that could have a direct and material
effect on each of its major federal programs for the year ended June 30, 2010. However, the results of
our auditing procedures 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 10-1.
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Internal Control Over Compliance

Management of the Institute is responsible for establishing and maintaining effective internal control over
compliance with the requirements of laws, regulations, contracts, and grants applicable to federal
programs. In planning and performing our audit, except as noted in the first paragraph of this report and
in the following paragraph, we considered the Institute's internal control over compliance with the
requirements that could have a direct and material effect on a major federal program in order to determine
the auditing procedures for the purpose of expressing our opinion on compliance and to test and report on
internal control over compliance in accordance with OMB Circular A-133, but not for the purpose of
expressing an opinion on the effectiveness of internal control over compliance. Accordingly, we do not
express an opinion on the effectiveness of the Institute's internal control over compliance.

We did not consider internal control over compliance with the billing, collection and due diligence
compliance requirements specified by Federal Perkins Loan Program and described in the OMB Circular
A-133 Compliance Supplement. Internal control over these compliance requirements was considered by
the other auditor referred to above; and our report, insofar as it relates to the Institute’s internal control
over those compliance requirements, is based solely upon the reports of the other auditors.

A deficiency in internal control over compliance exists when the design or operation of a control over
compliance does not allow management or employees, in the normal course of performing their assigned
functions, to prevent, or detect and correct noncompliance with a type of compliance requirement of a
federal program on a timely basis. A material weakness in internal control over compliance is a
deficiency, or combination of deficiencies, in internal control over compliance, such that there is a
reasonable possibility that material noncompliance with a type of compliance requirement of a federal
program will not be prevented, or detected and corrected, on a timely basis.

Our consideration and the other auditors’ consideration of the internal control over compliance was for the
limited purpose described in the first paragraph of this section and was not designed to identify all
deficiencies in internal control over compliance that might be deficiencies, significant deficiencies or
material weaknesses. We did not identify any deficiencies in internal control over compliance that we
consider to be material weaknesses, as defined above. Also, the report of the other auditors did not
identify any deficiencies in internal control over compliance that they consider to be material weaknesses,
as defined above.

The Institute's responses to the findings identified in our audit are described in the accompanying
schedule of findings and questioned costs. We did not audit the Institute's responses and, accordingly,
we express no opinion on the responses.
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This report is intended solely for the information and use of the Institute's Audit Committee, management,
federal awarding agencies, and pass-through entities and is not intended to be and should not be used by
anyone other than these specified parties.

March 31, 2011
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Massachusetts Institute of Technology
Schedule of Findings and Questioned Costs
Year Ended June 30, 2010

Section|  Summary of PwC's Results®
Financial Statements
Type of auditor's report issued Unqualified

Internal control over financial reporting

Material weakness(es) identified ____Yes X _No
Significant deficiency (ies) identified that are not
considered to be material weaknesses __Yes X __None Reported
Noncompliance material to financial statements noted? __Yes X No

Federal Awards

Internal control over major programs

Material weakness (es) identified? ____Yes X _No
Significant deficiency (ies) identified that are not
considered to be material weaknesses? __Yes X __None Reported

Type of auditor's report issued on compliance for major
programs PwC Report - page 247 Unqualified

Any audit findings disclosed that are required to be
reported in accordance with section 510(a) of OMB
Circular A-133? X _Yes __No

Identification of major programs

CFDA Number Name of Federal Program or Cluster
Various Student Financial Assistance Cluster,
Various Research & Development Cluster
47.082 National Science Foundation Fellowships
Dollar threshold used to distinguish between Type A $3,836,127

and Type B programs

Auditee qualifies as a low-risk auditee? X _Yes ___No

' Note: This summary includes the portion of the A-133 audit performed by
PricewaterhouseCoopers LLP only. OMB Circular A-133 reports including the schedule of
findings and questioned costs and schedule of prior year audit findings, for the research and
development cluster at Lincoln Labs are issued by DCAA and are included elsewhere within this
A-133 report.



Massachusetts Institute of Technology
Schedule of Findings and Questioned Costs
Year Ended June 30, 2010

Section Il Financial Statement Findings
None noted.
Section Il Federal Award Findings and Questioned Costs

The following section identifies instances of noncompliance, including questioned costs, related to

the audit of major federal programs conducted by PricewaterhouseCoopers LLP as noted in on
page 247 of the package, as required to be reported by Circular A-133, Section 510.

Research and Development Cluster - on-campus

Finding No. 10-1
Compliance Requirements: Reporting (L)

Federal Programs Federal CFDA Award Number/Days Late Award Year
Involved Number
National Institutes of 93.286 1-R03-EB008673-01 (4 days ) | 8/1/2008 -
Health 4/30/2010
US Geological Survey | 15.CCC 08WRSA0634- (15 days) 5/8/2009 -
4/30/2010
National Institutes of 93.242 1-T32-MH082718-01A - (35 7/2/2009 -
Health days ) 6/30/2010
National Institutes of 93.859 2-P50-GM068762-06 - (88 9/1/2008 -
Health days ) 8/31/2009
Criteria

Per the National Institutes of Health "Terms and Conditions of NIH Grant Awards," grantees must
submit a final FSR, financial progress report, within 90 days of the end of the grant support.

Per "Title 2, Code of Federal Regulations," recipients shall submit, within 90 calendar days after
the date of completion of the award, all financial, performance, and other reports as required by
the terms and conditions of the award.

In addition, recipients must submit the SF-269 or SF-269A no later than 30 days after the end of
each specified reporting period for quarterly and semi-annual reports, and 90 calendar days for
annual reports.

Condition

We selected a total of 41 reports, across multiple agencies: sixteen closeout reports and 25
reports for other reporting, including quarterly reports, for testing of the MIT on-campus R&D
cluster.

We noted that for four out of the sixteen closeout reports, the reports were not filed by the due
dates. The reports were filed four, fifteen, 35, and 88 days late, respectively.

None of the selected 25 reports for other reporting were late.

Cause
The delay in the filings were a result of the untimely receipt of subcontractor charges, as well as
the late posting of adjustments or credits to the grant records.
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Massachusetts Institute of Technology
Schedule of Findings and Questioned Costs
Year Ended June 30, 2010

Effect
Federal agencies did not receive the required financial information in accordance with the policy
and therefore timely agency review and/or close out process is hindered.

Amount of Questioned Costs
There are no questioned costs.

Recommendation

As noted in the prior year DCAA report, 17 out of 25 reports were filed late. In 2010, the number
of late reports has declined significantly as a result of the corrective action plan implemented in
2010. We recommend that the Institute continue to identify the causes of the late reports and
determine what changes are necessary to sustain this improved performance to allow all reports
to be filed in a timely manner to comply with federal requirements.

Management’s Views and Corrective Action Plan
See the Institute’s views and corrective action plan.



Massachusetts Institute of Technology
Summary Schedule of Prior Audit Findings
Year Ended June 30, 2010

See the Institute's Schedule of Prior Audit Findings, beginning on page 255 of the package.
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Michelie D. Christy
Director of Sponsored Programs

Massachusetts Institute of Technology
77 Massachusetts Avenue, Building E198-750
Cambridge, Massachusetts 02139-4307

Office of Sponsored Programs Phone 617.324.9022
Fax 617.253.4734

Email mchristy@mit.edu

March 14, 2011

Ms. Lee Ann C. Leahy
PricewaterhouseCoopers LLP
125 High Street

Boston, MA. 02110

Dear Ms. Leahy:

MIT has received and reviewed your draft audit finding regarding Federal Financial Reporting developed as part
of PWC’s FY 2010 A-133 audit of MIT. MIT management’s response and corrective action plans appear below.

10-1. Federal Financial Reporting

Timely financial reporting for all sponsored awards is an issue of critical importance to MIT, and one where we
continue to devote considerable resources and effort to bring the Institute into full compliance. We have seen a
dramatic improvement in compliance with reporting requirements in fiscal year 2010 over fiscal year 2009 when
a sampling revealed 68% late financial reports. However, we recognize that filing even 10% of reports late, as
was the case in fiscal year 2010, is unacceptable. While our interim financial reporting remains timely,
maintaining 100% compliance with final financial reporting has presented challenges.

We have recently hired a new Manager of Sponsored Accounting and a new Staff Accountant to work on Federal
sponsored financial reporting in an effort to enhance our processes and work toward 100% compliance with
reporting requirements. We are also working to analyze root causes of late financial reports in order to correct the
underlying deficiencies that lead to untimely financial reports.

Finally, we have recently launched a pilot program with a subset of departments to provide pre-audit checklist
information to operating units 90 days in advance of award expiration. Our goal is to raise awareness of the
importance of timely financial closeout and reporting and to give MIT administrators the opportunity to address
issues well in advance of award expiration, facilitating timely closeout and reporting.

Issue Coordinator: Robin Elices, Senior Director, Office of the Vice President for Finance
Completion Date: June 2011

Sincerely,
/

At ] 4
- st g,

{/nchené D. Chridey \{
Director of Sponsored Programs

Ce: M. Barone, Interim Controller
R. Elices, Sr. Director, Office of the Vice President for Finance
D. Fisher, Institute Auditor
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Reference: DCAA Audit Report # 2171-2009G10110001

The following is the Massachusetts Institute of Technology’s report (Campus) on corrective
action planned/taken in response to prior audit findings contained in the referenced audit report.

Facilities and Administrative Expenses and Rates

09-A. Equipment Depreciation — Not Calculated in Accordance with GAAP

MIT did not concur with the questioned cost. However, MIT has recently upgraded its
equipment depreciation system and, based on FY09 rate negotiation discussions with ONR, has
modified practices to now recognize equipment depreciation in the month of acquisition on a
prospective basis beginning in FY 2011. No further action deemed necessary.

Issue Coordinator -  Robin Elices, Senior Director, Office of the Vice President for Finance
Completion Date-  July 2010 (FY 2011)

09-B. Rental Costs — Constructive Cost of Ownership

Corrective Action was taken --- Beginning in FY10, for all MIT investment properties leased to
MIT for academic/research purposes, MIT s Office of Cost Analysiswill compare the
constructive cost of ownership and the lease cost paid. Lease costs paid in excess of the
constructive cost of ownership will be removed from MIT s request for reimbursement prior to
submission.

Issue Coordinator -  John Donahue, Associate Director of Sponsored Programs

Completion Date-  November 2010 (submission of the FY 2010 Incurred Cost Study)

09-C. Assignable Square Footage — Landau Building

Corrective Action was taken --- space was adjusted in MIT’ s cost model to reflect the audit
identified portion of room 66-157 used for instruction purposes.

Issue Coordinator -  John Donahue, Associate Director of Sponsored Programs
Completion Date-  March 2010

09-D. Legal Fees — In Excess of Contract

MIT did not concur with the questioned cost. However, based on FY09 rate negotiation
discussions with ONR, MIT has agreed to stress, with its Office of General Counsel, the
importance of documenting decisions to extend external attorney services beyond originally
contracted dates, amounts. No further action is deemed necessary.

Issue Coordinator -  John Donahue, Associate Director of Sponsored Programs
Completion Date-  N/A
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09-E. Legal Fees — MIT’s Boathouse

Corrective Action was taken --- MIT will continue to screen all external legal bills for
allocability to research.

Issue Coordinator -  John Donahue, Associate Director of Sponsored Programs
Completion Date-  November 2010 (submission of the FY 2010 Incurred Cost Study)

09-F. Leqgal Fees — Duplicate Unallowable Entry

Corrective Action was taken --- The duplicate entry was the result of human error and was
removed from MIT’ s cost mode.

Issue Coordinator -  John Donahue, Associate Director of Sponsored Programs
Completion Date-  November 2010 (submission of the FY 2010 Incurred Cost Study)

09-G. Legal Fees — Settlements

Corrective Action was taken --- These costs had been included in MIT’ s cost submission in error
and were voluntarily withdrawn.

Issue Coordinator -  John Donahue, Associate Director of Sponsored Programs

Completion Date-  November 2010 (submission of the FY 2010 Incurred Cost Study)

09-H. Internal Lawyers — General Counsel Office

MIT did not concur with the questioned cost. However, based on FY09 rate negotiation
discussions with ONR, MIT agreed to explore, with ONR, alternatives for determining the
percentage of time internal attorneys devote to unallocable activities. Discussions are on-going.
Issue Coordinator -  John Donahue, Associate Director of Sponsored Programs

Completion Date-  N/A

09-1. Severance Costs

Corrective Action was taken --- Additional screening will be implemented to ensure that any
payments in excess of those calculated under MIT’ s layoff policy are excluded from future cost
submissions.

Issue Coordinator -  John Donahue, Associate Director of Sponsored Programs

Completion Date-  November 2010 (submission of the FY 2010 Incurred Cost Study)

09-J. Professional Services Costs - Huron

Corrective Action was taken --- MIT will continue to stress, in its year-end closing workshops,
the importance of the accrual/deferral of costs to achieve alignment with benefiting periods.
Issue Coordinator -  Robin Elices, Senior Director, Office of the Vice President for Finance
Completion Date-  June 2010
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09-K. Insurance Premiums — MIT Flying Club

Corrective Action was taken --- MIT will take steps to ensure that this cost is excluded from all
future cost submissions.

Issue Coordinator -  John Donahue, Associate Director of Sponsored Programs

Completion Date-  November 2010 (submission of the FY 2010 Incurred Cost Study)

09-L. Moving Expenses

Corrective Action was taken --- MIT will continue to carefully screen expensesin Senior
Officers accounts.

Issue Coordinator -  John Donahue, Associate Director of Sponsored Programs
Completion Date-  November 2010 (submission of the FY 2010 Incurred Cost Study

09-M. Software Depreciation Costs

Corrective Action was taken --- These costs were included in MIT's cost submission in error.
The Office of Cost Analysiswill review the annual software depreciation schedule with the
Property Office to ensure that double charging does not happen in the future.

Issue Coordinator -  John Donahue, Associate Director of Sponsored Programs
Completion Date-  November 2010 (submission of the FY 2010 Incurred Cost Study)

09-N. Indirect Travel — First Class Airfare

Corrective Action was taken --- MIT will continue to diligently screen all travel costs for
allowability.

Issue Coordinator -  John Donahue, Associate Director of Sponsored Programs
Completion Date-  November 2010 (submission of the FY 2010 Incurred Cost Study)

09-0O. Indirect Travel — Hotel Room

Corrective Action was taken --- MIT will continue to diligently screen all travel costs for
allowability.

Issue Coordinator -  John Donahue, Associate Director of Sponsored Programs
Completion Date-  November 2010 (submission of the FY 2010 Incurred Cost Study)

09-P. Indirect Travel — Out of Period Costs

Corrective Action was taken --- MIT will continue to diligently screen all travel costs for
allowability.

Issue Coordinator -  John Donahue, Associate Director of Sponsored Programs
Completion Date-  November 2010 (submission of the FY 2010 Incurred Cost Study)
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09-Q. Indirect Travel — Former Employee

Corrective Action was taken --- MIT will continue to diligently screen all travel costs for
allowability.

Issue Coordinator -  John Donahue, Associate Director of Sponsored Programs
Completion Date-  November 2010 (submission of the FY 2010 Incurred Cost Study)

09-R. Professional Services Costs — DOS Software

Corrective Action was taken --- MIT will continue to screen new accounts for allocability to
research.

Issue Coordinator -  John Donahue, Associate Director of Sponsored Programs
Completion Date-  November 2010 (submission of the FY 2010 Incurred Cost Study)

09-S. MIT’s Unallowable Analysis

Corrective Action was taken --- MIT will continue to stress, in its year-end closing workshops,
the importance of the accrual/deferral of costs to achieve alignment with benefiting periods.
Issue Coordinator -  Robin Elices, Senior Director, Office of the Vice President for Finance
Completion Date-  June 2010

Direct Costs

09-T. Non-Reimbursable Expense (Prime Contractor — Microelectronics Advance Research
Corp. — Award No. 2003-MT-887)

MIT does not concur with the questioned costs as the costs were included in the budget and prior
approval was obtained. No corrective action is planned.

Issue Coordinator -  John Donahue, Associate Director of Sponsored Programs

Completion Date-  N/A

Noncompliances

09-U. Noncompliance with OMB Circular A-133 Compliance Requirement L - Reporting

Developing a long-term solution
Corrective Action was taken --- see finding 10-1 for update on current year results.

Issue Coordinator -  Robin Elices, Senior Director, Office of the Vice President for Finance
Completion Date-  June 2010
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Defense Contract Audit Agency

United States
Department of Defense

March 29, 2011

Independent Audit of MIT Lincoln Laboratory’s Compliance with
Requirements Applicable to its Research & Development Program
and on Internal Control Over Compliance in Accordance with

OMB Circular A-133, for the Year Ended June 30, 2010

AUDIT REPORT NO. 2171-2010F10110001

RESTRICTIONS:

L.

[ 8]

L)

The Defense Contract Audit Agency has no objection to the auditee releasing this report at its
discretion for public inspection.

This report is intended solely for the information and use by federal awarding agencies and
pass-through entities and is not intended to be and should not be used by anyone other than
these specified parties.

The For Official Use Only (FOUQ) marking normally placed on this audit report is not a
security marking. It is a marking required by DoD Freedom Of Information Act (FOIA)
regulations, which provides notice that the report might contain information that is subject to
withholding under FOIA. The FOUO marking is a notice limited to the Department of
Defense employees. The auditee has provided DCAA with written authorization to permit
removal of the FOUO markings from this report.
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Audit Report No. 2171-2010F10110001

DEFENSE CONTRACT AUDIT AGENCY

PREPARED FOR: Administrative Contracting Officer (Mr. Gary Tutungian)
Department of the Air Force
Headquarters Electronic System Division
ESC/XPKL (Lincoln Laboratory)
5 Eglin Street
Hanscom AFB, MA 01731

PREPARED BY: DCAA Boston Branch Office
495 Summer Street, Suite 336
Boston, MA 02210-2192
Telephone No. (617) 753-3777
FAX No. (617) 753-3404
E-mail Address  dcaa-fao2171({@dcaa.mil

AUDITEE: MIT Lincoln Laboratory
244 Wood Street
Lexington, MA 02420-9185

CONTENTS: Subject of Audit
Scope of Audit
Results of Audit
Auditee’s Organization and Systems
DCAA Personnel and Report Authorization
Audit Report Distribution
Index of Appendixes
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Audit Report No. 2171-2010F10110001

SUBJECT OF AUDIT

COMPLIANCE:

We have audited the compliance of Massachusetts Institute of Technology Lincoln
Laboratory (MIT LL) 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 research and development program for the year ended June 30, 2010. MIT LL’s major federal
program is identified in the summary of auditor’s results section of the accompanying schedule
of findings and questioned costs. We have also audited MIT LL’s direct cost submission and
related books and records as well as the application of its fixed indirect rates for reimbursement
of Fiscal Year (FY) 2010 incurred costs. MIT LL’s FY end is September 30. However, we
audited the cited period to coincide with MIT’s FY 2010 since MIT LL participates in MIT’s
indirect rates. The purpose of the audit was to determine the allowability and allocability of
direct costs and indirect costs for the period ended June 30, 2010.

The proposal and compliance with the requirements of laws, regulations, and contracts
applicable to each of its major federal programs are the responsibility of MIT LL’s management.
Our responsibility is to express an opinion on the proposal and compliance based on our audit.

INTERNAL CONTROL OVER COMPLIANCE:

The management of MIT LL is also responsible for establishing and maintaining effective
internal control over compliance with the requirements of laws, regulations, and contracts
applicable to federal programs. In planning and performing our audit, we considered MIT LL’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 an opinion on compliance, but not for the purpose of expressing an opinion on the
effectiveness of internal control over compliance taken as a whole. Accordingly, we do not
express an opinion on the effectiveness of MIT LL’s internal control over compliance.

SCOPE OF AUDIT

We conducted our audit in accordance with Generally Accepted Government Auditing
Standards (GAGAS), except DCAA does not currently have an external opinion on its quality
control system as required by GAGAS 3.55. The most recent external quality control review
opinion expired on August 26, 2009. We also conducted our audit in accordance with Office of
Management and Budget (OMB) Circular A-133, Audits of States, Local Governments and
Nonprofit Organizations. GAGAS 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 listed below that could have a direct and material effect on the research
and development program being audited occurred.
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Audit Report No. 2171-2010F10110001

Activities allowed or unallowed

Allowable cost/cost principles

Cash management

Davis-Bacon Act

e Equipment and real property management

e Matching, level of effort, earmarking

e Period of availability of Federal funds

o Procurement and suspension and debarment
e Program income

o Real property acquisition and relocation assistance
e Reporting

e Subrecipient monitoring

e Special tests and provisions

An audit includes:

e obtaining an understanding of the auditee's internal controls, assessing control
risk, and determining the extent of audit testing needed based on the control risk
assessment;

e examining, on a test basis, evidence about the auditee’s compliance with those
requirements and performing other procedures as the auditor considered necessary
in the circumstances;

e assessing the accounting principles used and significant estimates made by the
auditee; and

o evaluating the overall data and records presentation.

We evaluated MIT LL’s incurred cost proposal, compliance with applicable compliance
requirements and the related internal controls using the applicable requirements contained in:

Federal Acquisition Regulation (FAR),

Defense FAR Supplement (DFARS),

NASA FAR Supplement (NFS),

Homeland Security Acquisition Regulation (HSAR),

Federal Aviation Administration Acquisition Management (FAAM) System.

e Cost Accounting Standards (CAS),

e 2 CFR, Subtitle A, Chapter II, Part 220 (OMB Circular A-21) - Cost Principles for
Educational Institutions,

e OMB Circular A-133 Audits of States, Local Government and Nonprofit
Organizations, and

e OMB Circular A-133 Compliance Supplement

We believe that our audit provides a reasonable basis for our opinion. Our audit does not
provide a legal determination of MIT LL’s compliance with those requirements.

N8
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Audit Report No. 2171-2010F10110001

RESULTS OF AUDIT

COMPLIANCE:

In our opinion, MIT LL complied, in all material respects, with the requirements referred
to above that are applicable to the research and development program for the year ended June 30,
2010. However, the results of our auditing procedures disclosed instances of noncompliance with
those requirements of allowable costs/cost principles that are applicable to the research and
development program, which are required to be reported in accordance with OMB Circular A-
133, and which are described in the accompanying Schedule of Findings and Questioned Costs,
Appendix 1, page 11.

Direct Costs: We questioned $88,221 of direct costs proposed under government
contracts. Details of our questioned direct costs are summarized in the accompanying Schedule
of Findings and Questioned Costs, Appendix 1, page 11, and Allowable Cost by Federal Award,
Appendix 2, page 16 of this report. Final acceptance of amounts proposed under federal awards
does not take place until performance under the award is completed and accepted by the
cognizant authorities and the audit responsibilities have been completed.

Indirect Costs: The indirect costs are based on negotiated fixed rates with carry-forward
provisions established by agreement with the Office of Naval Research (ONR). Indirect costs are
recovered at the negotiated fixed rates unless a particular agreement limits the recovery on
indirect costs. As part of our audit, we verified that MIT LL applied the negotiated indirect rates
to the appropriate bases, and that the amounts claimed were the products of applying the indirect
rates to the applicable bases. The negotiated fixed indirect rates for FYE June 30, 2010 are as
follows:

FY 10 Negotiated
Fixed Indirect Allocation

Indirect Category Rates Base
Facilities & Administrative (F&A) Rate — Off Campus 6.5% a
Employee Benefit Rates
Full Time Non-Student Employees Rate — Off Campus 20.0%
Part Time Employees and non-Registered MIT Students 8.0% g
Vacation Leave Rates
Full Time Research Employees — Off Campus 10.5% d

Allocation Bases:

(a) Modified Total Direct Cost (MTDC), as defined in OMB Circular A-21, consisting of
all salaries and wages, fringe benefits, materials and supplies, services, travel, and
subcontracts up to the first $25,000 each (regardless of the period covered by the
subcontract); and excluding equipment, capital expenditures, charges for tuition
remission, rental costs, scholarships and fellowships as well as the portion of each
subcontract in excess of $25,000.
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(b)  The MIT Off-campus salary base consists of salaries and wages of all full time non-
student MIT employees charged to MIT research Off-campus accounts and Lincoln
Laboratory.

(c)  The MIT salary base consists of salaries and wages of all part time employees and
non-registered MIT students (on and off campus)

(d)  The MIT Vacation Leave Off campus salary base consists of salaries and wages of all
full time non-student, non-faculty MIT research personnel (Research Staff, Hourly
Personnel, Project Support Staff, and Tech/Admin Support) charged to MIT Research
Off-campus accounts and Lincoln Laboratory.

None of the costs questioned in this audit are subject to interest as provided in OMB
Circular A-21, Section C., subsection 8.

GOVERNMENT PARTICIPATION

Government
Flexibly-Priced FFP Federal Awards
Catepgory Federal Awards and Commercial Work Total
Direct Costs 99.77% 0.23% 100.00%

MIT LL has one primary contract, which is administered by the U.S. Air Force. U.S. Air
Force contract no. FA8721-05-C-0002 was effective from April 1, 2005 through March 31, 2010.
Options on CLIN 0003 and CLIN 0004 were exercised on contract no. FA8721-05-C-0002 to
extend the terms and conditions of the contract from April 1, 2010 through March 31, 2015.
Details of the claimed and questioned costs under contract no. FA8721-05-C-0002 is shown on
the Schedule of Findings and Questioned Costs under Section III (Federal Government
Expenditures). In addition, Appendix 2, page 16, includes a Schedule of Allowable Costs by
Federal Award.

INTERNAL CONTROL OVER COMPLIANCE:

Our consideration of the internal control over compliance was for the limited purpose
described in the Subject of Audit section above and would not necessarily identify all
deficiencies in internal control that might be significant deficiencies or material weaknesses. We
did not identify any deficiencies in internal control over compliance that we consider to be
significant deficiencies or material weaknesses as defined below.

A control deficiency in 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.
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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.

AUDITOR’S COMMENTS ON SUMMARY SCHEDULE OF PRIOR AUDIT FINDINGS:

As part of our audit, we included procedures to assess the reasonableness of MIT LL’s
Summary Schedule of Prior Audit Findings, included as Appendix 3, page 17. Our audit
disclosed that MIT LL adequately presented the status of its corrective action taken. However,
since the corrective action associated with audit findings 09-CC (Subrecipient Monitoring) and
09-DD (Subcontract Quick Closeout Procedures) was not taken until FY 2011, we are unable to
comment at this time on the effectiveness of MIT LL’s corrective measures. Additional audit
procedures will be performed as part of the FY 2011 A-133 audit to test the effectiveness of these
new measures. As a result, these audit findings are still considered open until we have had the
opportunity to test the new measures.

We discussed the audit results with Ms. Patricia O’Riordan, Department Head, Financial
Services Department and Mr. Scott Thornhill, Assistant to the Controller, Financial Services
Department, on March 8, 2011, MIT LL's current corrective action plan, which addresses each
audit finding, is included as Appendix 4, page 19. We did not audit MIT LL's corrective action
plan and accordingly we express no opinion on it.

We provided a draft copy of the report to the contractor’s representative on March 24,
2011.
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267

AUDITEE ORGANIZATION AND SYSTEMS

Organization:

MIT Lincoln Laboratory (MIT LL) was established by the Massachusetts Institute of
Technology (MIT) in 1951 at the request of the United States Air Force with participation
by the Army and Navy to pursue research pertinent to the national defense in the area of
advance electronics. The Laboratory designated as a Federally Funded Research and
Development Center (FFRDC), is operated as a special laboratory of MIT under a cost no
fee prime contract with the US Air Force. Federally sponsored research expenditures for
the fiscal year ended June 30, 2010 were $751 million.

MIT LL is staffed and managed by MIT. The operations are overseen by a Joint Advisory
Committee. The organizational structure of MIT LL consists of two Service Divisions
(Administrative and Engineering), six Technical and Operating Divisions, and the
Director’s Office. The facilities at MIT LL are primarily government owned and the
property is government furnished.

Accounting System:

MIT LL maintains a program or project cost accounting system controlled by a general
ledger to accumulate cost of labor, materials, overhead, employee benefits, travel, and
other direct charges on subsidiary ledgers. Monthly, a financial report is prepared
showing the summary of expenditures for the current month and the fiscal year to date by
contract. A budget report is prepared monthly indicating the expenditures and net
commitments for each program.

In September of 2003, MIT LL began implementing modules of the SAP R/3
Management/Financial System. SAP R/3 is a modular business application software
system designed for open system based on the client/server network architecture. The
modules are integrated and they provide real time enterprise information system
processing.

Implemented SAP modules are as follows:

e FI/CO:  Finance and Controlling

e Logistics: Purchasing

o MM: Materials Management (stockroom inventory management-The Property
Office also uses this module to track property)

e SRM: Supplier Relationship Management (web based shopping/requisitioning —
This module is also tied to the Logistics module above)

o PM: Plant maintenance work order processing (Basically only used by Group
12-facilities)
e HR: Human Resources
6
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e BW: Business Warehouse (Data Warehouse)

e PS: Project systems (research project master data only)

e SD: Sales and Distribution (for prime contract billing only-This is the system
used to develop the monthly public vouchers)

o TM: Time Management (All staff and subcontractors)

As noted on the previous page, MIT LL is an FFRDC, which operates primarily under a
cost no-fee prime contract. This contract is awarded to MIT LL every five years, based
on the government fiscal year ending September 30, In light of this, MIT LL has
established a fiscal year, which coincides with the government fiscal year. As an
educational institution, MIT has established a fiscal year, which coincides with its school
year of July 1 to June 30.

Indirect rates are established at MIT and negotiated in advance of a fiscal year with the
Office of Naval Research (ONR) as fixed rates with carry forward provisions. The over
or under recovery for that year is included as an adjustment to the indirect rates for the
next rate negotiation. This is in accordance with OMB Circular A-21, Section G.5.

The indirect rates are used in determining indirect cost applicable to each contract.
Indirect expenses claimed by the auditee represent the application of negotiated fixed
rates applied to the Modified Total Direct Cost (MTDC) base as defined in OMB Circular
A-21, Section G.2.

3. System Reviews (previously reported conditions which are still open)
Audit Report Number Date Report Title

02171-2008F11510001 Mar. 21, 2008 Report on Follow-Up Audit of MIT LL
Information Technology General
Internal Controls

In the above audit report, we identified a deficiency in the internal control which led us to
consider the subject system inadequate-in-part. However, we do not consider these
deficiencies significant enough to be material weaknesses. MIT LL is aware of the stated
deficiency and is in the process of taking corrective action. Please refer to the previously
issued report for a complete discussion on the condition.
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DCAA PERSONNEL

Primary contacts regarding this audit:
David S. Duncan, Auditor
José I. Molina, Auditor
Peter G. Meade, Technical Specialist
Peter A. McGowan, Supervisory Auditor

Other contacts regarding this audit report:

John F, Gay, Branch Manager
Zelma Calderon, Financial Liaison Advisor

Boston Branch Office
Zelma Calderon, Financial Liaison Advisor

Boston Branch Office

Telephone No.

(781) 981-2485
(781) 981-2486
(617) 252-1030
(617) 252-1028

(617) 753-3777
(781) 377-5223

FAX No.

(617) 753-3404
(781) 377-8374

E-mail Address

dcaa-fao2171(@dcaa.mil

General information on audit matters is available at http://www.dcaa.mil/.

AUDIT REPORT AUTHORIZED BY:
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SCHEDULE OF FINDINGS AND QUESTIONED COSTS
MIT Lincoln Laboratory
For the Year Ended June 30, 2010

SECTION I: -- SUMMARY OF AUDITOR’S RESULTS:
A. Financial Statements:

Information pertaining to the financial statements can be found in the independent public
accountant’s audit report.

B. Federal Awards:

1. Type of auditor’s report issued on compliance for major programs:
Type of Audit Opinion
Unqualified X
Qualified
Adverse
Disclaimer

[

Internal control over major programs:

Yes None
Reported
Material weaknesses were identified. X
Significant deficiencies identified X
not considered to be material
wealknesses.

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

Yes X

No

4, Identification of Major Programs:
CFDA Number Program
N/A Research and Development -Cluster

5. Dollar threshold used to distinguish between Type A and Type B programs:

[ $3,836,127
6. Auditee classified as a low-risk under Circular A-133, section .530:
Yes X
No
11
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Page 2 of 5

SCHEDULE OF FINDINGS AND QUESTIONED COSTS
MIT Lincoln Laboratory
For the Year Ended June 30, 2010

SECTION II: -- FINDINGS RELATED TO FINANCIAL STATEMENTS:
Information pertaining to the financial statements can be found in the independent public
accountant’s audit report.
SECTION III: FINDINGS RELATED TO FEDERAL AWARDS:
A. DIRECT COSTS

Schedule of
Expenditures of Questioned

Major Cost Element Federal Awards Costs Difference Reference
Total Salaries & Wages $265,426,795 $36,089 $265,390,706 Note 10-A
Material & Services 180,046,252 106,637 179,939,615 Note 10-C
Other Direct Charges 35,119 - 35,119
Equipment Under $3,000 8,240,350 - 8,240,350
Equipment Over $3,000 60,807,083 60,807,083
Equipment Rental 2,212,349 2,212,349
Subcontracts < $25K 2,537,898 - 2,537,898
Subcontracts > $25K 57,062,603 - 57,062,603
Plant & Operations 50,494,865  (106,637) 50,601,502 Note 10-C
Travel 14,500,427 - 14,500,427
Employee Benefits 78,816,161 45,201 78,770,960 Note 10-B
Indirect Expense 31,128,158 6,931 31,121,227 Note 10-C
Prior Year Adjustments (3,866) - (3.866)

Total $751,304,194 $88,221 §751,215,973

EXPLANATORY NOTES

10-A. Severance Pay

a. Condition:

During FY 2010, four Lincoln Laboratory employees were paid $193,254 in severance
pay. However, the employees were only entitled to $161,806 in severance pay in accordance
with MIT’s Personnel Policy Manual. Consequently, we are questioning the excess severance
costs of $31,448 as unallowable costs per OMB A-21, Section J.10.h.(4) Severance Pay and
MIT's Personnel Policy Manual, Section 6.2.4 Layoff for Lack of Work or Funds, Period of
Notice. The $31,448 in questioned costs is before the application of MIT’s FY 2010 Part Time
Employees (Pension Ineligible) Employee Benefits (EB) rate of 8.0 percent and MIT’s Off
Campus Facilities and Administrative (F&A) rate of 6.5 percent. The total questioned costs after

12
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the application of the FY 2010 EB and F&A rates are $36,172. Approximately $36,089 of this
amount is directly allocable to Federal Government awards.

b. Criteria:

OMB A-21, Section J.10.h.(1) Severance Pay states "..Costs of severance pay are
allowable only to the extent that such payments are required by law, by employer-employee
agreement, by established policy that constitutes in effect an implied agreement on the
institution's part, or by circumstances of the particular employment.” Furthermore, Section
1.10.h.(4) states "..Costs incurred in excess of the institution's normal severance pay policy
applicable to all persons employed by the institution upon termination of employment are
unallowable."

Although MIT LL does not have a specific set of procedures for severance pay,
they do however have a policy for “Layoff for Lack of Work or Funds”. Since this is the
policy that MIT LL has used in prior years to calculate unallowable severance costs, it
represents an implied agreement on the institution’s part. Under that policy,
Administrative Staff and Sponsored Research Staff with five or more years of service will
be given a period of notice (compensation) of “3 months plus 1 additional week for each
year of service (or major portion thereof) over 5 years”. This is the policy that we used to
calculate the excess unallowable severance costs

c. Recommendation:

We recommend that MIT LL treat the excessive (unallowable) severance costs in the
same manner as in prior years and transfer the costs to an unallowable account.

d. MIT LL’s Reaction:

MIT LL concurs with the questioned cost. The questioned costs of $36,089 were written
off on journal voucher SA100395772 dated March 15, 2011.

10-B. Employee Benefits
a. Condition:

During FY 2010, six employees received severance pay of $189,067. However the
severance was incorrectly burdened with MIT’s FY 2010 Off Campus Full Time EB rate of 30.5
percent instead of the correct Part Time Employees (Pension Ineligible) EB rate of 8.0 percent.
Therefore, we are questioning the excess EB burden of $42,540 (22.5 percent times $189,067).
Total questioned cost after the application of MIT’s FY 2010 F&A rate of 6.5 percent is $45,305.
Approximately $45,201 of this amount is directly allocable to Federal Government awards.

13
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b. Criteria:

We are questioning these costs on the basis that Lincoln Lab did not apply the employee
benefit rate in accordance with the MIT/Lincoln Laboratory FY 2010 ONR Negotiated
Agreement Letter for Fixed Employee Benefit Rates dated July 27, 2009.

C. Recommendation:

We recommend that MIT LL issue an adjusting journal entry to correct the EB and F&A
over allocations.

d. MIT LL’s Reaction:

MIT LL concurs and will write off the questioned costs with a journal voucher.

10-C. Building Capitalization

a. Condition:

MIT LL improperly classified $106,883 in building architectural and engineering design
costs relating to a building improvement project as material and service (M&S) costs.

Building 1718 is currently undergoing building renovations. Construction costs for the
building were correctly charged to Plant and Operations. However, the associated architectural
and engineering design and construction support service costs for the renovation were incorrectly
charged to M&S. In accordance with OMB Circular A-21, building design costs should be part
of a building’s capitalized cost. As a result, we are transferring the costs from the M&S account
to the Plant and Operations account.

M&S costs are burdened with Facilities and Administrative (F&A) costs whereas Plant
and Operations are not. Consequently, the building costs of $106,883 that were misclassified as
M&S costs were incorrectly burdened with $6,947 of F&A costs. Approximately $6,931 of this
amount is directly allocable to Federal Government awards. Below is a summary of the
misclassified costs and questioned F&A burden.

Gov't
P.O. Claimed Percentage
Vendor P.O. No. ltem Amount FY 2010 99.77%
Payette Associates Inc. 7000092668  Building Architectural & Engineering Design  $578,297 $106,883 5106,637
FY 2010 F&A Rate 6.50% 6.50%
Questioned FY 2010 F&A $6,947 $6,931

14
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b. Criteria:

OMB Circular A-21, Section J14.d(4) Depreciation and Use Allowances, states the
following:

“The entire building, including the shell and all components, may be treated as a single
asset and depreciated over a single useful life. A building may also be divided into multiple
components. Each component item may then be depreciated over its estimated useful life. The
building components shall be grouped into three general components of a building: building
shell (including construction and design costs), building services systems (e.g., elevators, HVAC,
plumbing system and heating and air-conditioning system) and fixed equipment (e.g., sterilizers,
casework, fume hoods, cold rooms and glassware/ washers).”

MIT LL does not depreciate any of these costs as all costs at the Lab are considered direct
and direct costs are expensed in the year that they are incurred. This A-21 reference is being
used solely to illustrate how building costs should be accumulated.

c. Recommendation:

We recommend that the Laboratory correctly classify the architectural and engineering
design costs as building plant and operations.

d. MIT LL’s Reaction:

MIT LL concurs and will reclassify the architectural and engineering design costs as
building plant and operations.

15
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MASSACHUSETTS INSTITUTE OF TECHNOLOGY
LINCOLN LABORATORY

244 WOOD STREET
LENINGTON, MASSACHUSETTS 02420-9108

Area Cade 781
28 February 2011 081-8302

Defense Contract Audit Agency
101 Merrimac Street, Suite 820A
Boston, MA 02114-4719
Altention: Mr. John I, Gay

Subject: Schedule of Prior Audit Findings — FY2009 A-133 Audit

Dear Mr. Gay,
The {ollowing is Lincoln Laboratory’s response to the subject inquiry:

DCAA Audit Report No, 02171-2009T° 10110001

09-AA. Scverance Pay
Action Taken

Based on the ACO’s ruling, MIT Lincoln Laboratory’s Financial Services Department has written
olf questioned costs of $39,788 on journal voucher SA100389431, daled 01/14/201 1.

09-BB. Confercnce Expenses

Action Taken

MIT Lincoln Laboratory’s Financial Services Department agreed with the DCAA finding
and immediately implemented corrective actions in its month end closing process to

review and report on the four cost clements which had been improperly filtered out of the
Schedule of Federal Awards. ‘

09-CC. Non-Compliance with OMB Circular A-133 Compliance Requirement M —
Subrecipient Monitoring
Action Taken

Elfective March 2011, the MIT Lincoln Laboratory Contract Services Departiment has
revised part 4.8 of its Policies and Procedures to specifically require the following:

17
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For the monitoring of non-profit sub-awards, the Laboratory will document the results of
the subrecipient’s OMB Circular A-133 audits for the years of the subrecipient’s period
of performance.

For for-profit subawards, and as set forth in subaward clause FAR 52.216-7, the
Laboratory will exercise reasonable efforts to obtain copies of DCAA final year-end
incurred cost audits. 1f such audits are not available to the Laboratory, reasonable efforts
to obtain a signed Indirect Cost Rate Agreement letter and a Schedule of Allowable Costs
by Subcontract for the years of the for-profit subrecipient’s period of performance will be
mace and the contract will be documented accordingly. As necessary, the assistance ol
the ACO will be requested to either (a) obtain copies of these audits and/or rate
agreement letter and Schedule of Allowable costs; or (b), the ACO will provide a
summary of the report findings.

09-DD. Non-Compliance with FAR 42.708 Quick Closcout Procedures

Action Taken

Effective March 2011, the MIT Lincoln Laboratory Contract Services Department (CSD)
has revised Section 4.8 of the CSD Policies and Procedures Manual to require improved
documentation of all closeouts using Quick Closeout Procedures. Specifically, files will
be documented to establish that the conditions of FAR 72.708 apply. In addition,
negotiations using Quick Closcoul Procedures will conform to the guidance set forth in
DCAA Audit Manual 6-1010 and DCMA FAR 42.7 class deviations, inclusive of class
deviations to FAR 42.703-1(b); FAR 42.703-1(c)(2); and FAR 42.708(a)(2).

Sincerely,

i " w )
Patricia O’Riordan

Department Head
FFinancial Services

18
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MASSACHUSETTS INSTITUTE OF TECHNOLOGY
LINCOLN LABORATORY
244 WOOD STREET
LEXINGTON, MASSACHUSETTS 02420-9108
' Area Code 781

March 25,2011 . 981-8302

Defense Contract Audit Agency
495 Suminer St., Suite 336
Boston, MA 02210-2192

Attention; Mr. John I, Gay
Subject: Response to DCAA Audit Report 2171-2010Fi0110001 Draft
Dear Mr. Gay:

The following is Lincoln Laboratory’s respanse to the subject inquiry:

10-A, Severance Pay
a. Condition:

During FY 2010, four Lincoln Laboratory employees were paid $193,254 in severance
pay. However, the employees were only entitled to $161,806 in severance pay in accordance
with MIT’s Personnel Policy Manual. Consequently, we are questioning the excess severance
costs of $31,448 as unallowable costs per OMB A-21, Section J.10.h.(4) Severance Pay and
MIT's Personnel Policy Manual, Section 6.2.4 Layoff for Lack of Work or Funds, Period of
Notice. The $31,448 in questioned costs is before the application of MIT’s FY 2010 Part Time
Employees (Pension Ineligible) Employee Benefits (EB) rate of 8.0 percent and MIT’s Off
Campus Facilities and Administrative (F&A) rate of 6.5 percent. The total questioned costs after -
the application of the FY 2010 EB and F&A rates are $36,172, Approximately $36,089 of this
amount is directly allocable to Federal Government awards.

b. Criteria;

OMB A-21, Section J.10.h.(1) Severance Pay states "..Costs of severance pay are
allowable only to the extent that such payments are required by law, by employer-employee
agreement, by established policy that constitutes in effect an implied agreement on the
institution's part, or by circumstances of the particular employment.” Furthermore, Section
J.10.h.(4) states "..Costs incurred in excess of the institution's normal severance pay policy
applicable to all persons employed by the institution upon termination of employment are
unallowable."

19
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Although MIT LL does not have a specific set of procedures for severance pay,
they do however have a policy for “Layoff for Lack of Work or Funds”. Since this is the
policy that MIT LL has used in prior years to calculate unallowable severance costs, it
represents an implied agreement on the institution’s part. Under that policy,
Administrative Staff and Sponsored Research Staff with five or more years of service will
be given a period of notice (compensation) of “3 months plus 1 additional week for each
year of service (or major portion thereof) over 5 years”. This is the policy that we used to
calculate the excess unallowable severance costs

c. Recommendation:

We recommend that MIT LL treat the excessive (unallowable) severance costs in the
same manner as in prior years and transfer the costs to an unallowable account.

d. MIT LL’s Reaction:

MIT LL concurs with the DCAA recommendation, The questioned costs of $36,089
were written off by journal voucher SA100395772 dated March 15, 2011,

10-B.  Employee Benefits
a. Condition:
During FY 2010, six employees received severance pay of $189,067. However the
severance was incorrectly burdened with MIT’s FY 2010 Off Campus Full Time EB rate of 30.5
-percent instead of the correct Part Time Employees (Pension Ineligible) EB rate of 8.0 percent.
Therefore, we are questioning the excess EB burden of $42,540 (22.5% times $189,067). Total

questioned cost after the application of MIT’s FY 2010 F&A rate of 6.5% is $45,305,
Approximately $45,201 of this amount is directly allocable to Federal Government awards.

b. Criteria:

We are questioning these costs on the basis that Lincoln Lab did not apply the employee
benefit rate in accordance with the MIT/Lincoln Laboratory FY 2010 ONR Negotiated
Agreement Letter for Fixed Employee Benefit Rates dated July 27, 2009,

¢. Recommendation:

We recommend that MIT LL issue an adjusting journal entry to correct the EB and F&A
over allocations.

d. MIT LL’s Reaction:

MIT LL concurs with the DCAA recommendation. The questioned costs of $45,201 will
be written off by journal voucher.

20
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10-C. Building_Canitalizaﬁon

a. Condition:

MIT LL improperly ciassified $106,883 in building architectural and engineering design
costs relating to a building improvement project as material and service (M&S) costs.

Building 1718 is currently undergoing building renovations. Construction costs for the
building were correctly charged to Plant and Operations. However, the associated architectural
and engineering design and construction support service costs for the renovation were incorrectly
charged to M&S. In accordance with OMB Circular A-21, building design costs should be part
of a building’s capitalized cost. As a result, we are transferring the costs from the M&S account
to the Plant and Operations account,

M&S costs are burdened with Facilities and Administrative (F&A) costs whereas Plant
and Operations are not, Consequently, the building costs of $106,883 that were misclassified as
M&S costs were incorrectly burdened with $6,947 of F&A costs. Approximately $6,931 of this
amount is directly allocable to Federal Government awards. Below is a summary of the
misclassified costs and questioned F&A burden.

Gov't
P.O. Claimed  Percentage
Vendor P.0. No Item Amount  FY 2010  99.77%
Payelie Associates Inc. 7000092668 Building Architectural & Engincering Design ~ $578,297 $106,883 $106,637

6.50%  6.50%

FY 2010 F&A Rate
$6,947  $6,931

Questioned FY 2010 F&A

b. Criteria:

OMB Circular A-21, Section J14.d(4) Depreciation and Use Allowances, states the
following:

“The entire building, including the shell and all components, may be freated as a single
asset and depreciated over a single useful life. A building may also be divided into multiple
components. Each component item may then be depreciated over its estimated useful life. The
building components shall be grouped into three general components of a building: building
shell (including construction and design costs), building services systems (e.g, elevators, HVAC,
plumbing system and heating and air-conditioning system) and fixed equipment (e.g., sterilizers,
casework, fume hoods, cold rooms and glassware/ washers).” '
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MIT LL does not depreciate any of these costs as all costs at the Lab are considered
direct and direct costs are expensed in the year that they are incurred, This A-21 reference is
being used solely to illustrate how building costs should be accumulated,

e Recommendation:

We recommend that the Laboratory correctly classify the architectural and engineering
design costs as building plant and operations,

d. MIT LL’s Reaction:

MIT LL concurs with the DCAA recommendation and will reclassify the architectural
and engineering design costs as building plant and operations.

Sincerely,

@@’@w O R
Patricia O'Riordan
Financial Services Department Head

22
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