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EXECUTIVE SUMMARY

A. Overview

The Independent Review Committee came to its task with a deep affection for the
Smithsonian Institution.! It is the Committee’s hope that its work will help restore the people’s
trust in the Smithsonian and bring to an end the adverse media and public attention of the past
several months. Although the Smithsonian is in the midst of a governance crisis, the IRC
believes the Institution itself appears sound and that its problems can be solved expeditiously if
the Regents recognize the urgency of the situation and commit sufficient time and resources to
correcting the matters. The Committee recognizes that the Board of Regents, through its
Committee on Governance, has begun this process by developing an initial set of reform
initiatives.

In reviewing the operations of the Smithsonian during the tenure of Lawrence M. Small
as Secretary, with a particular focus on his compensation, benefits and expenses, the IRC has
determined that the problem was not one merely of misunderstood guidelines, nor was it one
only of poor decisions in spending Smithsonian funds on expensive or lavish travel,
entertainment and personal needs. The problems go much deeper than this. Mr. Small’s
management style — limiting his interaction to a small number of Smithsonian senior executives
and discouraging those who disagreed with him — was a significant factor in creating the
problems faced by the Smithsonian today. In addition, Mr. Small limited the flow of information

so as to prevent the Board from hearing criticism of his stewardship.

' The Committee is referred to in this Report as the “IRC” or “Committee” and the Smithsonian as the
“Smithsonian” or “Institution.” References to the “Board” are to the Board of Regents of the
Smithsonian.
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The Committee, however, believes that the resignation of Mr. Small has not, by itself,
remedied the problems at the Smithsonian. The Smithsonian must correct the underlying
deficiencies in its organizational structure, decision-making and financial controls that allowed
inappropriate management conduct to go undetected. As noted by the Office of the Vice
President in its letter to the Committee, the current situation presents the Smithsonian with an
opportunity to bring its management in line with best practices and to revamp the composition,
selection and duties of the Board of Regents.

The root cause of the Smithsonian’s current problems can be found in failures of
governance and management. The governance structure of the Institution is antiquated and in
need of reform. The relationship between the Board of Regents and Mr. Small, as Secretary, was
contrary to effective oversight. At a time when organizations are expected to operate with
increasing transparency, the operation of the Smithsonian, and especially the actions of Mr.
Small and those who reported directly to him, had become increasingly secretive. Mr. Small
created an imperialistic and insular culture in the Office of the Secretary in which the Secretary,
rather than the Board, dominated the setting of policy and strategic direction for the Smithsonian.
The Board of Regents allowed this culture to prevail by failing to provide badly needed oversight
of Mr. Small and the operations of the Smithsonian. The Board did not look behind the tightly
controlled data provided by Mr. Small. Nor did it engage in the active inquiry of Mr. Small and
Smithsonian management that would have alerted the Board to problems.

As a result of the corporate scandals of the early part of this decade and the adoption of
the Sarbanes-Oxley Act of 2002, boards of directors have become increasingly active in the
oversight of management and in the development of strategy and long-term plans for

organizations they control. Many nonprofit institutions have also updated their governance
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practices following the adoption of Sarbanes-Oxley. Historically, the Smithsonian Board of
Regents appears not to have taken a strong oversight role. Mr. Small’s predecessor tried to
increase the involvement of the Regents in the affairs of the Smithsonian, but found a limited
interest on the part of the Regents in taking a more active role. During Mr. Small’s tenure, some
changes were made to the Smithsonian’s governance that brought it more in line with best
practices. Over the last several years, for example, the Board, to its credit, has held planning and
strategy sessions and has established committees on audit, compensation and governance. These
efforts, however, did not go far enough. The governance structure of the Institution needs more
comprehensive reform. The Committee hopes that the findings and recommendations of this

Report will aid the Smithsonian in its efforts at such reform.

B. Summary of Committee Findings
1. Mr. Small’s Compensation Far Exceeded the Compensation of Prior
Secretaries

Historically, the Secretary of the Smithsonian received total compensation near
the mid-point of comparable positions, with modest annual increases. In contrast, Mr. Small’s
total starting compensation — $536,100 — was forty-two percent higher than the compensation of
his predecessor, and by the time he left office this year, Mr. Small’s total compensation —
$915,658 — was almost 2% times the compensation of his predecessor. What made Mr. Small’s
initial package so much larger than that of his predecessor was a $150,000 annual payment styled
as a housing allowance.

Mr. Small’s initial compensation package would have been reasonable had the
$150,000 housing allowance been a true housing allowance and not simply additional salary.

The language of Mr. Small’s contract read as if this housing allowance was to reimburse Mr.



Small for his out-of-pocket housing costs in making his home available for Smithsonian business
and social functions. An individual who played a key role in the initial financial negotiations
with Mr. Small conceded that the language of the contract was misleading and that the housing
allowance was, in fact, a “packaging device” for delivering Mr. Small additional compensation

in a manner that would conceal the true size of his pay.

Another troubling aspect of
Chart 1
s . Total Compensation of the Smithsonian
Mr. Small’s compensation was the forty- Secretary
(thousands)
five percent increase in base salary — from Small Hired
. . $1,000 \
$330,000 to $480,000 — he received in ¢
$750 -
2001.  The then-Executive Committee $500 |
increased Mr. Small’s base salary, at his $250
$- ‘
request, to put him in the 75" percentile of
q p p \@07 @% @% 9000 eooe 9007 9006

what Smithsonian management had chosen

as comparable institutions. The selection of the 75™ percentile applied only to Mr. Small’s
compensation. Compensation for the rest of the Smithsonian senior staff remained close to the
50™ percentile.

2. The Terms of Mr. Small’s Compensation Were Not Fully Disclosed to the
Board

Mr. Small’s initial compensation package was negotiated between Mr. Small and a small
number of Regents, none of whom is currently on the Board. The Committee found no evidence
that the Board of Regents as a whole ever learned the terms of Mr. Small’s initial compensation
package. In fact, contrary to the requirements of the Smithsonian’s governing documents, the

full Board did not formally approve the terms of Mr. Small’s annual total compensation until



2004, and some Regents did not learn all the details of Mr. Small’s compensation until they read
about it in the recent press accounts.
3. Private Grants and Contributions and Business Revenues Have Declined

During Mr. Small’s Tenure, Making the Smithsonian More Reliant on
Federal Appropriations and Grants

One of the reasons for hiring Mr. Small was the belief that his business
background and connections would allow him to increase the Smithsonian’s private fundraising
and business income and thereby reduce the Smithsonian’s reliance on federal monies. There is
a perception among many of the individuals interviewed by the IRC and the public that Mr.
Small succeeded in those efforts. Certain Regents have defended Mr. Small’s actions by
pointing to this success, going so far as to as to suggest that his excesses might be excused in

light of the fact that he raised over a billion dollars for the Smithsonian. This justification is

wrong for two reasons. First, the IRC

Chart 2
Private Funds Raised at the Smithsonian 1990-
rejects the idea that success is in any way 2006 ($ millions)
' ' . . HEYMAN SMALL
a license for inappropriate behavior. 250 I i
v v

Second, as shown by Chart 2, private 200 1

150
>
funds raised annually from donors have 100 | >\‘\\‘/.\

50

actually declined over the course of Mr.

Small’s tenure. Funds contributed by . %o, %,

private sources peaked in 2000, and
thereafter the amount of private funds committed to the Smithsonian began to decline, reaching a
low of $88 million in 2003. Although Mr. Small was involved in finalizing a gift of $80 million
from The Behring Foundation in 2000 and gifts of $30 million and $45 million from the Donald

Reynolds Foundations in 2001 and 2005, respectively, those donations originated from the work
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of others. Private funds raised in 2006 improved to $132 million, but that figure is about ten
percent lower than the amount raised in 1999, the year before Mr. Small took over. The
evidence collected by the Committee regarding comparable nonprofits does not show a similar
decline in fundraising over the same period.

As Chart 3 shows, business revenue has dropped by a similar percentage during
Mr. Small’s tenure. This drop in business revenue has been further exacerbated by increased
operating expenses (most notably senior executive salaries) at Smithsonian Business Ventures.
In contrast, funds from federal appropriations and governmental grants have increased more than
sixty percent over the same period. The Smithsonian informed the IRC that the increase in
federal appropriations reflects, in significant part, the opening of two new museums and

increased  spending

_ ' Chart 3
for anti-terrorism Smithsonian Sources of Funds, 1999-2006
($ millions)
measures following
800 —e— Private Grants &
9/11, and noted that Contributions
600
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Source: Smithsonian Audited Financial Statements

2000. Nevertheless,
the net effect is that the Smithsonian became more dependent on taxpayer funds during Mr.

Small’s tenure.



4. Mr. Small’s Expenses Were Not Reviewed for Reasonableness

Nonprofit organizations like the Smithsonian must properly document expenses
incurred in the conduct of the organization’s activities to evidence reasonableness and relation to
the organization’s mission. With respect to Mr. Small’s expenses, the Smithsonian failed to do
so. Until the recent review completed by Cotton & Co., there had been no review of Mr. Small’s
expenses by either the Chief Financial Officer or internal or external auditors of the Smithsonian.
Instead, Mr. Small and his staff exercised sole discretion in determining which expenses would
be charged to the Smithsonian. At the beginning of 2000 and 2001, Mr. Small was given by his
chief of staff signed blank expense authorizations. Thereafter, while the Smithsonian had
detailed guidelines and policies for business expenses, Mr. Small exempted himself from these
policies.

5. Mr. Small and the Deputy Secretary Have Been Absent from the

Smithsonian for Substantial Periods Due to Vacation and Compensated
Service on Corporate Boards

The records provided by the Smithsonian show that from 2000 through 2006
Mr. Small and Sheila P. Burke, the current Deputy Secretary, were absent from the Smithsonian
for about 400 and 550 work days, respectively, as a result of vacation time and time spent
serving on corporate and other boards and performing other non-Smithsonian-related duties.
This level of absenteeism was not prohibited by the Smithsonian leave policy because Mr. Small
and Ms. Burke were allowed unlimited leave. Mr. Small appears to have taken nearly 70 weeks
of vacation over his seven years (or nearly 10 weeks per year). In addition, he spent 64 business
days serving on for-profit corporate boards for which he earned approximately $642,925 in cash
compensation, $3.3 million in stock compensation and $1.8 million in stock option

compensation.



Ms. Burke appears to be have been out of the office for about 400 business days
(or about one-quarter of the work days) during her tenure because of her service on boards and
her other non-Smithsonian activities. For her corporate board service, Ms. Burke earned
approximately $1.2 million in cash compensation, $3.5 million in stock compensation and $5.6
million in stock option compensation. Her total compensation for outside board service was
more than three times the compensation she received from the Smithsonian over the same period.
The Committee is cognizant of her reputation for hard work, long hours, willingness to return
phone calls promptly, and ready response to email, even when she is away from the office. Still,
the IRC believes that any person who holds the job of Deputy Secretary and Chief Operating
Officer should expect to spend full time at the Smithsonian without the distraction of extensive
outside activities.

6. Mr. Small’s Disposition Was I11-Suited for the Position of Secretary

In selecting Mr. Small as Secretary, the Regents hoped that his experience in the
business world would bring talents that complemented the Smithsonian’s existing expertise in
science and the arts. As one now looks back over his tenure, it is clear, however, that his attitude
and disposition were ill-suited to public service and to an institution that relies so heavily, as the
Smithsonian does, on federal government support. The mismatch between Mr. Small and the
Institution appeared as early as the initial negotiations with Mr. Small when he made it clear that
if he and his wife were not allowed to travel in first class, it would be a “deal breaker.” Over the
years, Mr. Small placed too much emphasis on his compensation and expenses. Rather than
seeing this as an indication of the need for careful oversight, the Regents involved in Mr. Small’s
compensation, to the contrary, became complicit in Mr. Small’s desire to maximize his personal

income and have the Smithsonian pay his expenses.
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7. The Board Exercised Inadequate Oversight Over Mr. Small

The Board frequently deferred to the Secretary, allowing him to run and
dominate the meetings, set the agendas, and determine who would contact the Regents and what
information would be provided them. With limited and controlled information provided by the
Secretary, the Regents were unable to engage in real and effective debate. During Mr. Small’s
tenure, it appears that the Board reported to him rather than the Secretary reporting to the Board.
The Committee was told by a Regent that Mr. Small “did not listen to the opinions of the
Regents” and “did not seek input from the Regents in decision making.” Another Regent
commented that Mr. Small did not seek advice, only approval.

In the place of full Board oversight, the Executive Committee, on numerous
occasions, agreed to compensation requests from Mr. Small without engaging in its own analysis
of the reasonableness of those requests. In 2001, for example, as discussed above, the then-
Executive Committee acquiesced to a request by Mr. Small for a forty-five percent increase to
his salary without questioning the need for the increase and without consulting with the full
Board. More recently, when asked, the Board retroactively approved actions of the Secretary
that were contrary to Smithsonian guidelines and to contractual arrangements, in almost all
situations without adequate investigation or analysis. The Board often minimized Mr. Small’s
mistakes, glossed over or ignored criticism of him, and offered post-hoc justifications for his
improper acts even in the face of new revelations and Congressional scrutiny.

As early as 2001, there was public criticism of actions taken by Mr. Small that
should have raised questions about his ability to manage the Smithsonian effectively. For
example, several newspaper articles questioned Mr. Small’s use of a privately chartered plane for

Smithsonian business. Yet the minutes and transcripts of the Board meetings give no indication
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that the Regents at the time ever discussed, let alone investigated, this or any other adverse
comments. Had the Board done so, it would have learned that Mr. Small did not pay for the
plane as he claimed, but rather the Smithsonian paid for it and management directed accounting
staff to alter its accounting records after the fact.

The Board also had no involvement, either before or after the fact, in setting the
terms of the employment for Ms. Burke, the Deputy Secretary and the Institution’s number two
official. (Ms. Burke became the Deputy Secretary in 2004. Prior to that, her title was Under
Secretary for American Museums and National Programs.) The basic terms and policies of her
service were set solely by Mr. Small and, in most instances, were known only to her and Mr.
Small. Despite the fact that Ms. Burke disclosed her outside board service on her conflict of
interest forms submitted to the Office of the Secretary, Mr. Small failed to provide these forms or
the information regarding Ms. Burke’s outside board service to the Board.

8. The “Gatekeepers” of the Smithsonian Were Marginalized

The General Counsel and the Inspector General of the Smithsonian should serve
“gatekeeper” roles by monitoring compliance of senior management with laws and policies. The
General Counsel and the Inspector General did not play these monitoring roles because Mr.
Small isolated them from not only the Board of Regents but also from having any meaningful
oversight of the Secretary’s office. Additionally, over time Mr. Small significantly reduced the
budget and staff of, among others, both the Office of General Counsel and the Office of
Inspector General. Neither the General Counsel nor the Inspector General made adequate efforts
to overcome the isolation from the Board or the diminution of their respective roles. The Chief
Financial Officer was also ineffective in monitoring financial matters of the Office of the

Secretary.
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9. The Smithsonian’s Internal Financial Controls and Audit Function Are
Inadequate

Internal financial controls are systems of policies and procedures that create
reliable financial reporting, promote compliance with laws and regulations and achieve effective
and efficient operations. The Smithsonian’s internal financial controls have been inadequate to
achieve these goals for a number of reasons. First, the Smithsonian has not committed sufficient
resources to the accounting and audit functions. Second, the Smithsonian lacks comprehensive
and formal accounting procedures and policies. Third, the Smithsonian has not complied with its
own policies and procedures with respect to accounting for expenses. Finally, the Smithsonian’s
outside auditor had not been vigorous in monitoring the Smithsonian’s implementation of
recommendations contained in its management letters until early 2007, when it finally noted that
insufficient accounting resources and staff capacity at the Institution constituted a “reportable
condition.”

10. Smithsonian Business Ventures Has Operated with Insufficient Oversight
from the Board or Senior Smithsonian Management

In the course of its review, the Committee has become aware of significant
failures of internal controls and inappropriate conduct at Smithsonian Business Ventures
(“SBV”), the Smithsonian division responsible for managing the commercial activities of the
Smithsonian. Senator Grassley has indicated his desire for the Committee to conduct a review of
the senior management of SBV and the appropriateness of compensation and benefits paid to
senior management of SBV. While the Committee agrees that such a review is necessary and
warranted, it is beyond the scope of the Committee’s review. There appear to have been severe
failures in oversight of SBV by Smithsonian senior management and the Board. It also appears

that neither the Board nor the Smithsonian executives who sat on the SBV board, including the
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Chief Financial Officer and the Deputy Secretary, provided oversight of SBV, even though all
acknowledged the widespread allegations of inappropriate activity and failures of internal
controls at SBV.

11. The Smithsonian Appears to Remain a Strongly Ethical Institution Despite
the Problems with the Office of the Secretary and SBV

The ethics of an organization usually reflect the attitude and behavior of those in
senior management. There was a clear indication that Mr. Small deemed himself outside the
Smithsonian’s otherwise recognized ethics standards. Accordingly, given the “tone at the top”
set by the Office of the Secretary, one might expect to find the absence of internal controls and
ethical lapses to be pervasive at the Smithsonian. While it did not undertake a comprehensive
review, the Committee did not find evidence that indicated that there are major internal control
issues at the Smithsonian as a whole, other than in the Office of the Secretary and at Smithsonian
Business Ventures. Nor did the Committee find evidence to indicate that the strong ethical
principles that have characterized the Smithsonian over the years have been compromised.

C. Summary Of Recommendations

The Committee recommends that, wherever possible, the Board of Regents should
implement the following recommendations by reorganizing its internal governance structures and
procedures. The Committee, however, offers no legal opinion as to whether these
recommendations can be implemented solely by the Board of Regents. If the implementation of
any recommendation requires legislative action, the Committee urges the Board of Regents to
seek Congressional assistance promptly and for Congress to act with all deliberate speed to enact

necessary legislation.
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1. The Regents Must Act Quickly to Address the Governance Crisis

The current crisis of governance at the Smithsonian and the resulting loss of
public confidence necessitate urgent action by the Regents. To restore public and Congressional
confidence, the Regents must devote substantial time and resources over the next several months
to considering and then implementing a comprehensive program to improve governance. With
diligence, the IRC believes the necessary governance changes can be implemented by the end of

the year.

2. The Expenses of Mr. and Mrs. Small Should be Subject to an Audit for
Reasonableness and the Expenses of Senior Management Should Be
Subject to Annual Audits

The Committee did not conduct a complete audit of Mr. Small’s expenses.
Rather, the Committee reviewed the work of Cotton & Co. and the supporting materials. The
Cotton & Co. review was a limited review based on information and policy interpretations
provided by the Smithsonian. Thus, there has been no independent audit of the expenses of
Mr. Small. If for no other reason than potential tax liabilities, the Committee recommends that
the Smithsonian have an independent auditor perform an audit of Mr. Small’s expenses and those
of his wife. The Committee believes this audit could be done expeditiously because a significant
amount of information has already been collect