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Cost of Federal Research Performed by Universities: A Call for Equity

by Max A. Binkley

The commitment of the federal government to research
has produced rapid developments in science and tech-
nology. The research effort supports the health and welfare
of the people of the United States, the national defense
and the economy.

Contributing to this advancement has been research
performed by the universities of the nation. Encouraged
by the federal government, institutions of higher educa-
tion have entered into agreements with the government
to perform basic research which is in the national interest
and which conforms with institutional objectives. For a
number of leading institutions of higher education, the
research mission has become a major function alongside
instruction and has provided a valuable adjunct to gradu-
ate education.

Commensurate with the effective performance of both
research and instruction, the universities have augmented
their faculties, their support staffs and their facilities. A
large part of the expansion required for federal research
has been supported by reimbursements from the govern-
ment. However, the government has not reimbursed uni-
versities for the full cost of federal programs and the
institutions have had to use funds from instruction and
other programs to cover the shortfall.

Government policy in regard to research performed
by universities has imposed cost sharing requirements
and arbitrary restrictions on the reimbursement of in-
direct costs. The resultant use of other institutional funds
for government programs has contributed to the financial
straits in which the universities find themselves and from
which they seek to recover.

Major research universities are unable to solve the
problem by curtailing government research without
severe restructuring of the institutions and changing their
role in the affairs of the nation. Therefore, they seek
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equitable treatment by the government. In spite of this
need, there are now new pressures in the government
which would have the institutions bear an even larger
share of the cost of federal programs.

Function of Cost Reimbursement

Expressed in its simplest terms, the function of cost
reimbursement is as follows: Costs are incurred when
services are performed. For an operation to survive, the
costs incurred must be fully covered by revenues or
reimbursements. This is true whether the costs are di-
rectly identified with an activity as direct costs, or the
costs are indirectly related to the activity.

Shortfall Borne by Universities

Two principal factors lead to the shortfall of federal
cost reimbursement borne by universities:

1. Although applicable indirect costs are audited and
negotiated under government cost principles established
by Federal Management Circular (FMC) 73-8 (A-21)
which, in general, but not completely, are designed for
reimbursement of full cost, the principles in practice are
often subverted by arbitrary limitations imposed by law
or agency practice.

2. The government imposes requirements on the in-
stitutions to share in the costs of many federal programs.

Such mandatory cost sharing, imposed on an institution
without choice when it enters into a federal agreement,
is distinguished from voluntary cost sharing which an
institution may choose to bear in recognition of its
corollary interest in a program and the benefit it expects
to derive. Voluntary cost sharing is a practice strongly
encouraged by agencies of the federal government.

In this writing, the term “shortfall” refers to arbitrary
limitations on indirect cost recovery and mandatory cost
sharing requirements, but excludes voluntary cost
sharing.
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Full Costs are Paid for Services by
Other Organizations

While the role of institutions of higher education may
be unique, it is noted that the federal government rec-
ognizes the principle of full cost reimbursement for re-
search performed by other organizations. Commercial
firms and not-for-profit organizations receive full pay-
ment for direct and indirect costs, and in addition com-
monly receive a fee. Rarely are such organizations re-
quired to share costs, except when the results are likely
to lead to a long-term monetary benefit to the performing
organizations.

In the case of universities, the historical relationship
with the government was considered to be that of a part-
nership, emphasizing a mutuality of interest directed at
the public good. As government policies and practices
became more restrictive, the partnership concept some-
what faded, evolving in the direction of a vendor-
purchaser relationship. A number of individuals in higher
education desire a restoration of the partnership relation-
ship, believing that the appropriate role of universities is
unlike that of other performing organizations,

Under any concept of the relationship between uni-
versities and the government, however, the federal gov-
ernment chooses those projects it will support based on
the expectation of obtaining value in the national interest,
just as it does in entering into agreements with commer-
cial firms and not-for-profit organizations.

Misgivings About Paying Full Cost to Universities

For one reason or another, uncertainties have sur-
rounded the appropriateness of paying full cost to uni-
versities, especially in regard to paying full indirect costs.
Opinions are expressed that the institutions should not
be reimbursed for indirect costs because they would have
to incur such costs anyway, or that indirect costs are
not real costs. The claim is made that full cost should
not be paid by the government because the institutions
derive benefits from federal projects. Why such assertions
are not made about payments to commercial firms and
other organizations is unclear.

Higher education organizations and institutions have
given lucid explanations of the validity of and need for
full cost reimbursements, but these have yielded only
limited results.

Severity of the Consequences

To those concerned about the welfare of academic
institutions, misgiving about the appropriateness of full
cost reimbursement is cause for apprehension because it
leads to potentially severe consequences. Prodded by the
Congress to better control indirect costs, the Department
of Health, Education, and Welfare in 1975 proposed
changes in cost principles which would cause the institu-
tions to bear an additional $250 million to $300 million

2

Professional File

a year of the cost of federal programs.

In January 1977 DHEW revised its proposal to be
less severe. Preliminary analysis of that proposal indi-
cated the institutions would have to bear additional costs
of $190 million to $225 million per year. Implementation
of the DHEW proposal would result in serious damage
to higher education and severe detriment to the scientific
research base of the nation.

The Plight of Higher Education

The threat of additional damage continues to imperil
the already precarious financial condition of the institu-
tions. As costs have increased, tuition rates have been
raised to the point of being prohibitive. State legislatures
are funneling relatively more funds into social programs
and relatively less into education. Income from endow-
ments and contributions has not kept pace. Universities
have been examining costs and programs, effecting re-
trenchments where possible, reallocating available re-
sources and endeavoring to make necessary adjustments
without serious impairment to the accomplishment of
their missions.

The present fiscal distress of universities is in part
caused by the failure of the federal government over the
years to pay the full costs of the research and educational
services performed under government agreements. When
proposals are made to worsen the situation, the institu-
tions naturally rise in protest. No one offers an answer
to the inevitable question: Where are the funds to come
from if the government covers even less of its share?

Magnitude of Costs Absorbed by Universities

The total shortfall, caused by arbitrary limitations set
by federal statutes and practices related to reimburse-
ments of indirect costs and by requirements for manda-
tory cost sharing, is actually unknown. A rough approxi-
mation, based on data collected from seven leading
research universities where under-reimbursement aver-
ages 10 percent, indicates that institutions participating
in federal programs contribute around $250 million per
year to the costs of the programs.

One public university experienced a shortfall of $2
million last year. That institution has found it increasingly
difficult to justify to its state legislature the use of in-
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structional funds for federal research. Likewise it has
been difficult for the institution to provide a satisfactory
explanation to its undergraduate students, whose tuition
is set by a formula based on instructional costs which
include the costs absorbed for federal research programs.

The true federal costs borne by universities are even
greater than indicated above. The shortfall in indirect
cost used in the above figures consists only of the un-
covered portion of the amounts otherwise allowable
under rates approved by government auditors and nego-
tiators under FMC 73-8. In addition the established prin-
ciples disallow certain costs. Interest cost is disallowed
even though there may be no way an institution can per-
form a federal research project other than by acquiring
facilities, such as a computer, through credit arrange-
ments. Among other costs specifically disallowed are
those incurred for fund raising and public relations asso-
ciated with research.

However the most significant shortfall in cost reim-
bursement is attributable to cost sharing requirements
and to failure to allow the full indirect cost rate estab-
lished under FMC 73-8.

Substance of Indirect Cost

Unlike direct costs, the very principle of reimbursing
indirect costs of universities has been controversial in
the minds of some federal officials. Consequently, the
nature of indirect cost and the issues involved warrant
special attention.

Distinction Between Direct and Indirect Costs

Indirect costs are not as different from direct costs as
may be thought. Both direct and indirect categories rep-
resent genuine costs requiring the expenditure of re-
sources. There is nothing hypothetical or fictitious about
indirect costs.

Basically there is only a single distinction between the
two categories: the degree to which the costs can bs
specifically identified with a given activity. As an exam-
ple, the cost of clerical effort in compiling scientific data
for a research project is clearly a direct cost of carrying
out that project. On the other hand, clerical effort ex-
pended in the payroll department is a cost of administer-
ing the payroll of the entire institution. Hence a portion
of the cost of the payroll effort is an indirect cost of the
research project, necessary for processing payments of
the researchers’ salaries. One type of cost is related di-
rectly to the research project; the other is related indi-
rectly. Because indirect costs cannot be directly assigned
to the benefitting activities without prohibitive adminis-
trative effort, they are allocated on carefully chosen bases
which reasonably approximate the pertinent relationship.
From the standpoint of accounting principles, the alloca-
tion process is a proper substitute for direct identification.

Direct and Indirect Costs of Universities

Typical direct costs of research performed by uni-
versities are salaries in proportion to the direct effort
applied, materials and supplies used and specialized
equipment as needed and authorized.

The following types of costs are categorized as indirect
costs:

General administration

University-wide administrative activity such as
accounting, purchasing, personnel, and so forth.
Departmental administration

Departmental administrative activity of deans,
academic department heads, faculty, support staff,
and so forth.

Sponsored projects administration

University-wide administrative activity devoted to
contracts and grants.

Physical plant operation and maintenance

Custodial services, utility expenses, maintenance,
protection of plant, and so forth.

Library
Depreciation or use allowance on facility costs

In all cases federal projects are only allocated a pro-
portionate share of the indirect costs. General adminis-
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tration expense, for example, is allocated between federal
programs and nonfederal activity in the ratio of the total
direct costs of each. Costs which are identified exclusively
with nonfederal activity are assigned only to that activity.

The foregoing explanation is a highly condensed sum-
mary of FMC 73-8, the federal cost principles which are
rigorously applied by the government in establishing in-
direct cost rates of institutions. In effect, an established
rate is the maximum rate that may be claimed, while in
practice many federal agreements, either by statute or
agency practice, limit reimbursement of indirect cost to
rates far short of an established rate.

Disparagement of Indirect Cost

Whatever the organization, indirect costs seem to give
rise to complaints. Even in industry, with its long history
of cost analysis, instances still occur when divisional or
product managers plead that it is unfair to burden their
products with a share of corporate indirect cost. To that
they are told in no uncertain terms that products are
losers if they fail to sell at prices adequate to cover all
costs plus a reasonable profit.

The negative tone of some of the nomenclature used
has contributed to the problem. The term “burden,” now
hopefully obsolete, carried a built-in negative connota-
tion. The term “‘overhead” was an improvement but still
had a shadow of obscurity. The term “indirect cost” is
certainly more precise.

Universities have become aware that much of the
stigma associated with indirect cost comes from inside
the institutions: faculty members do not welcome a
charge for indirect cost against their research projects.
Faculty members are often not in a position to recognize
fully the magnitude of the essential functions which incur
indirect costs, such as the prevailing rates paid trades
craftsmen, the amount of energy consumed and its cost,
and so forth. The fact that faculty researchers control
direct costs themselves but are assessed indirect costs
puts the latter in a different light. Some faculty members
tend to take for granted services such as heating and
other space-related functions, accounting, personnel ad-
ministration, and so forth, and believe such services
should be charged to a source of funds other than their
research projects.

At times faculty members have disparaged indirect
costs in comments with government officials. The institu-
tions in turn have attempted to develop internally a better
comprehension of the nature and role of indirect costs,
so that faculty members may understand that indirect
costs are necessary costs and must be paid for.

Average or Incremental Indirect Cost

Following generally accepted accounting principles,
FMC 73-8 for the most part provides for allocation of
indirect costs on a proportionate or average basis. Some
sources dispute the equity of averages and would have the
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government reimburse only incremental costs — only the
additional costs caused by federal programs. In the
operation of institutions which are not static, there is no
realistic way to approximate what the costs would be in
the absence of federal research activity. Apart from that
difficulty, the concept comes up short when applied to a
whole operation. Raymond J. Woodrow of Princeton
University uses an example of telephone switchboards at
an institution:

Only one space is left on one switchboard, which Project
A comes along and uses. Project B comes in and needs a
new telephone, but this means a whole new switchboard,
telephone operator and perhaps even building addition.
Should Project A pay nothing for telephone service and
Project B pay for the entire new switchboard and asso-
ciated costs? The answer is clearly no. Average costs,
not incremental costs, are generally the most equitable
answer.!

A Bargain for the Government

In practice, institutions have typically been satisfied
with the use of averages in settling indirect cost rates with
federal auditors and negotiators, even though the use of
averages generally works to the advantage of the gov-
ernment.

Actual support costs for federal research are often
proportionately greater than required for the instructional
function and other functions of universities. Although
general administrative expense is allocated between fed-
eral programs and nonfederal programs in the ratio of
the total direct costs of each, a more precise allocation
would likely result in the assignment of greater costs to
the government, because relatively greater effort is re-
quired to meet federal requirements for accounting and
reporting, for compliance with agreements, and so forth.
While the cost of utilities is allocated on square footage
devoted to research and nonresearch activities, the actual
consumption of utilities per square foot by research
laboratories far exceeds the consumption rate of most
classroom space because research facilities are high con-
sumers of power, gas, etc. Recent significant increases in
utility rates have compounded this factor. Similar situa-
tions exist in other elements of indirect cost.

More precise measurements would be prohibitively ex-
pensive, but the favorable position of the government in
this respect should not be lost sight of.

Variations in Rates of Institutions

Indirect cost rates differ from institution to institution
for valid reasons. True differences in actual aggregate costs
only partly explain the variations.

Rates vary because of differences in the base used for
application of the rates. Some institutions use a base of

! Raymond J. Woodrow, Indirect Costs in Universities, Special
Report of the American Council on Education, March 1976. Also
published as NACUBO Administrative Service Supplement 4:5:1,
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salaries and wages, others use salaries and wages plus staff
benefits, and others use modified total direct costs.

Variations are also attributable to differences in the
classification of direct costs vs. indirect costs — variations
which are associated with the diverse characteristics of the
institutions themselves. Universities vary in nature, organi-
zational structure and physical features; in the extent of
centralization or decentralization; and in the philosophy
of how services should be delivered. Each has adopted a
style of management and operation construed to best fit
its needs.

Costing systems must fit the characteristics of the institu-
tion, so they too differ from university to university. In
one institution reproduction service may be an indirect
cost; in another institution each job may be priced out as
a direct cost of the activity using the service. Ine one insti-
tution the cost of basic telephone service may be treated
as a direct charge; in another institution it may be an
indirect cost similar to other utilities. Such differences are
legitimate and necessary, paralleling differences in the
management control systems of the institutions.

A valid comparison of the indirect cost rates of different
institutions can only be made with knowledge of the dif-
ferences existing in the elements and bases of the rates.
As a matter of principle, a comparison of total costs tends
to be more reliable than a comparison of indirect cost
rates, However, comparison of total costs is of limited
utility when evaluating research projects because of the
uniqueness of most individual projects.

Variation in the indirect cost rates from one university
to another has brought pressure from the government for
more uniformity in the costing process. While sore addi-
tional degree of uniformity may be attainable, complete
standardization cannot be reached. Institutions will con-
tinue to have differences that are reflected in indirect cost
rates. A 1969 report of the General Accounting Office
said:

It is not feasible to determine indirect costs by a fixed

method or procedure applied uniformly under all con-
ditions.?

Relative Increase in Indirect Costs

The fact that indirect costs have increased at a more
rapid rate than direct costs in the past few years has led
to apprehension in government circles. Indeed the relative
increase has also been of great concern to university ad-
ministrators and faculty members, for it has eroded pro-
gram funds for both instruction and research.

In March 1976 Charles V. Kidd, executive secretary
of the Association of American Universities, furnished
the House Committee on Appropriations an explanation
of the reasons indirect costs had increased faster than di-

2GAO Report B-117219, Study of Indirect Cost of Federally
Sponsored Research Primarily by Educational Institutions, June 12,
1969.

rect costs.® He reported that the substantial costs incurred
by universities in carrying out social programs mandated
by the federal government have principally affected indi-
rect costs rather than direct costs. He pointed to affirmative
action and equal pay programs, the Occupational Safety
and Health Act, provisions regarding age discrimination,
environmental protection programs, safeguards placed on
experimentation with radioactive materials, and programs
for the protection of human subjects and animals.

Kidd showed that faculty compensation, which princi-
pally affects direct cost, rose 52 percent from 1968 to
1975, while nonpersonnel costs, which principally affect
indirect costs, rose 88 percent during the same period.
One nonpersonnel cost — the cost of utilities including
particularly the cost of fuel — skyrocketed during the
period. Almost without exception the cost of fuel is in-
cluded in indirect cost. Physical plant costs, which include
the cost of fuel and other utilities, increased 122 percent.

Another factor contributing to higher indirect costs has
been the additional administrative costs incurred by uni-
versities in response to the increasingly restrictive require-
ments imposed by the government for documentation of
charges to federal contracts and grants. As the government
has demanded more precision in accounting it has been
necessary for universities to allocate more resources to
administration, thereby raising indirect costs.

The cost increases described above have primarily
affected indirect costs and have been imposed by forces
outside the control of the institutions. The institutions have
been put in the position of having to defend to the govern-
ment cost increases that to a considerable extent have been
forced on them by the government itself.

In disregard of the role of the government in causing
the cost increases, some federal sources have threatened
to curtail reimbursements of what they perceive as run-
away costs. It would appear that, while the government
can compel an institution to carry out an expensive new
social program, the government may be unwilling to bear
the resultant increase in the cost of federal research.

Alleged W aste and Inefficiency

The cynicism with which indirect costs are viewed in
some quarters surfaces again when assertions of waste
and inefficiency are directed at the rise in the costs.

Indirect cost rates are falsely considered to be meas-
ures of efficiency by some individuals. This concept has
been refuted repeatedly, but still recurs. The 1969 GAO
report stated the point clearly:

These rates do not measure, and should not be used to

evaluate, the relative efficiency of research efforts. Rather,
the overhead rates are used solely to determine the in-

3 Charles V. Kidd, Why Are Indirect Cost Rates for Federal
Research Grants and Contracts with Universities Increasing? A
Report to the House Committee on Appropriations, Association of
American Universities, March 16, 1976.



direct portion of the total cost of research; and they will
vary in view of the differing nature of research, the variety
of organizational structures and operations, and the dif-
ferent types of research facilities involved.
In contrast to the conclusions of GAO, the Survey and
Investigations Staff of the House Committee on Appro-
priations viewed increases in indirect cost rates as evi-
dence of inefficiency and waste. A report of the investi-
gations staff asserted that:

There is no pressing incentive for a grantee to reduce
overhead costs under the present system of establishing
indirect cost rates. On the contrary, the system may en-
courage inefficiency, as the federal government will pay

a share of the indirect costs of the grantee.*

This assertion is unfounded — the system does not work
to encourage inefficiency. Only a fraction of the indirect
cost incurred by universities is reimbursed by the federal
government. Last year at one university, believed to be
typical, the federal government reimbursed only 17 percent
of the total indirect cost incurred in connection with all
functions throughout the institution. For every dollar of
indirect cost, 83 cents had to be paid by funds obtained
from other sources.

As pressed as institutions have been to maintain their
educational programs in the face of higher prices and
limited revenues, they have been highly motivated to effect
economies wherever possible. Universities have been con-
ducting self-examinations leading to adjustments in opera-
tions. They know very well that every increase in indirect
cost is only reimbursed in part by the federal government
and that the remainder must be funded by other sources.

A proposal has been made for an incentive system
whereby an institution would be rewarded for reduction
in the indirect cost rate by being permitted to retain a
portion of the savings, and would be penalized for an
increase in the rate by being assessed a portion of the
government’s share of the increase. This proposal ignores
the existing inducements to economize that were explained
above. It would encourage institutions to convert some
indirect costs into direct costs, which could only be done
by incurring additional administrative costs, thereby boost-
ing total costs. Penalizing an institution for incurring
higher indirect costs imposed on it by governmental re-
quirements would be grossly inequitable. It would under-
mine an institution’s motivation to comply with important
federally mandated social programs, such as affirmative
action and OSHA.

Proposal for Competitive Cost Bidding

The Conference Committee of the Senate and House
Committees on Appropriaticn in its report on August 3,
1976, urged that consideration be given to interjecting a
system of cost competition in the grant approval process.

4 Overhead Reimbursement to Grantees and Contractors — De-
partment of Health, Education, and Welfare, dated March 1975,
released February 12, 1976.
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This proposal arose from Congressional concern about the
increase in indirect costs, but the record contained no
indication of whether the competition contemplated would
be based on indirect cost rates or on total costs. Competi-
tion based on indirect cost rates would be fraught with
numerous weaknesses, as outlined earlier in this writing
and as implied in the 1969 GAO report, because indirect
cost rates are not comparable among institutions for valid
reasons. Awards based on indirect cost rates would lend
encouragement to classifying costs as direct instead of in-
direct, thereby adding to the cost of administration and to
total cost.

Competition based on total cost would escape some of
the pitfalls inherent in comparing indirect cost rates. How-
ever, the government should proceed carefully in delibera-
tion of any method of primarily awarding research agree-
ments based on lowest cost. A premise that the government
receives more value dollar-for-dollar from a low-cost
research project than it does from a high-cost project
is not always valid, for the quality of research results is
directly related to the competency of the researchers and
the support they receive.

The purpose of research is to expand the limits of knowl-
edge and to apply the results to the benefit of the nation.
It is the expectation of the accomplishment of this objec-
tive that should be related to the cost. The most productive
scientist may be the one who has a distinguished record
of achievements and years of experience. He or she is
paid a commensurate salary and may need sophisticated
equipment (which uses large quantities of expensive
power) and may require considerable support services.
In contrast, a less competent scientist (at perhaps a lower
salary), or a scientist with inadequate facilities or support,
cannot be expected to be so productive. The prospect for
valuable results is much greater with the first scientist than
with the second.

While the nation awaits scientific breakthroughs in
numerous areas of research, it would be a serious mis-
take to allow cost competition to downgrade the award
process from the present system of competition primarily
based on technical merit. Any further attention to this
concept should include thorough evaluation of the poten-
tial results by the scientific community.

Recent History

The following is a review of developments in recent
years relating to cost reimbursements.

1969 GAO Report on Indirect Cost

In its report on indirect cost, the General Accounting
Office in 1969 observed that the determination of indirect
cost must be tailored to the individual circumstances of the
institutions, and hence cannot be made uniform. It pointed
out that:
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The same kinds of cost are properly treated as direct costs
in some circumstances and as indirect costs in others. . . .
However, the total cost should not be affected by the
fact that a cost element is charged directly or indirectly.
GAO did not believe that a statutory limit on indirect cost
would permit a realistic reimbursement of indirect cost
based on sound accounting principles. It said that a limi-
tation could cause institutions to take steps to identify
more costs as direct, which could result in greater overall
cost of operations and greater expense to the government.
GAO also explained that:
The wide variations which exist in overhead rates do not
indicate that an institution with a higher rate is less
efficient than one with a lower rate or that the total cost
of research is greater. Further, high rates do not mean
that the government is paying profit, fees, or subsidy to
the institutions.

1969 PMM Report on Indirect Cost

~ Also in 1969, the public accounting firm of Peat, Mar-

wick, Mitchell & Co. (PMM), in a report commissioned
by the American Council on Education,” concluded, as
did GAO, that there was a limitation to the degree to
which indirect cost rates could be determined uniformly;
that provision must always be made for fundamental dif-
ferences among universities which, in turn, will continue
to cause different rates to be computed.

Expressing another concept consistent with the GAO
report, PMM said that an indirect cost rate cannot be used
as a measure of the relative cost to support research. It
found that categorizing more costs as direct costs instead
of indirect costs led to a higher reimbursements of total
costs.

Observing that the initial concern which gave rise to
the study was the possibility that universities might be
profiting unfairly from federally funded research projects,
PMM reported that its findings indicated exactly the op-
posite. It explained that:

Because of the cost allocation principles which are applied

uniquely to educational institutions, the universities are

not recovering costs which are important to their ability
to sustain a desirable research capability.

The Intervening Years

Despite the perspectives offered by the GAO and PMM
reports, some sources, including those in Congress, have
continued to express doubts about the reasonableness of
reimbursing indirect costs. The institutions have persist-
ently appealed for an equitable policy of reimbursement.

A number of developments in the last few years have
gradually changed the nature of the fiscal relationship
between the government and the institutions. In many
aspects of public and commercial activity, enhanced stan-
dards of accountability became the order of the day. That
development, combined with pressures to reduce federal

5 Variations in Research Indirect Cost Rates— A Study of Six
Universities, February 14, 1969.

expenditures, led federal auditors and negotiators to place
increasingly rigid interpretations on the regulations and to
insist on higher standards of accounting, reporting and
supporting documentation on the part of universities. The
ability to respond promptly varied from institution to in-
stitution. Some of them had not put great emphasis on
accounting and administrative procedures because they
had placed high priority on other needs in their operations.

The degree of criticism contained in federal audit reports
grew much more severe. At times federal officials at-
tempted to apply policies which went beyond the require-
ments of FMC 73-8, or to apply increased standards of
accountability retroactively. These attempts were resisted
by the institutions. In a number of instances, disallowances
by federal officials, although small in relation to the total
programs, imposed additional fiscal burdens on the in-
stitutions.

Convinced that audit criticism was rooted both in more
rigid requirements imposed by federal auditors and in sub-
standard practices at some institutions, the organizations
representing higher education moved to correct the latter
condition. In the early months of 1976, officials of higher
education organizations advised presidents and chancellors
to take a personal interest in the costing practices of their
institutions and to assure that prompt steps were taken
as needed to improve them. Audit information has been
exchanged monthly among major universities since Sep-
tember 1974. Programs in the financial management of
contracts and grants have been presented for both top level
academic and financial officials, in recognition that the
commitment of each sector is necessary for effective re-
sults. Other national programs have been offered to en-
hance institutional competence in determining indirect cost
rates,

The institutions have become concerned that the insis-
tence of federal officials on more precision in costing has
diverted resources from programs to administration, there-
by increasing indirect cost.

Meanwhile individuals in the government have become
uneasy about the relative growth of indirect costs. As
noted earlier, the cause of the increase is due in part to
factors outside the institutions, including programs man-
dated by the federal government itself. The higher level of
precision and documentation now required by federal
auditors adds to the level of indirect costs. Moreover, the
institutions are caught in a squeeze between cost increases
brought on by inflation and other factors, and less than
adequate increases in revenue. Hence they have been mo-
tivated to pursue more vigorously their legitimate claims
for adequate recovery of indirect costs.

1975 Congressional Investigations Staff Report

In March 1975 a report on indirect cost by the Surveys
and Investigations Staff of the House Committee on Ap-
propriations became available to members of that Com-
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mittee, although it was not publicly released until Feb-
ruary 1976. The Committee had instructed the staff to
determine how effectively DHEW had negotiated indirect
cost rates, to review the efforts of DHEW to control the
expansion of indirect costs, and to recommend means of
preventing indirect cost payments from increasing beyond
the estimated 1974 level of 25 percent of funds appro-
priated for contracts and grants.

The resultant staff report was prepared apparently
without contact with any university. The report criticized
DHEW for failing to control the increase in indirect costs.
It gave no recognition to the fact that the growth in indirect
cost was in part the result of federally mandated social
programs affecting higher education. The investigations
staff was convinced that grantees were not motivated to-
ward efficiency and frugality, but did not provide evidence
to support the contention.

While the report stated without qualification that in-
direct costs are real costs and acknowledged that grantees
made contributions to the projects when they were not re-
imbursed for full indirect costs, it added that benefits from
federal research accrue to universities in prestige, quality
of instruction and attraction of qualified faculty members.
The report failed to recognize the duplication of payments
for side benefits when universities are subject to both cost
sharing and shortfalls in the recovery of indirect cost.

1975 and 1977 DHEW Proposals to
Change Cost Principles

Presumably motivated by the Congressional investiga-
tions staff report and growing concern in the Congress
about indirect costs, DHEW in September 1975 proposed
major changes in the cost principles contained in FMC
73-8. The proposed changes would severely curtail re-
imbursements of indirect costs to universities. The pro-
posal would force the institutions to absorb from their
own scarce resources a much larger share of the cost of
federal programs. It would reduce federal expenditures
without reducing federal programs. There is no evidence
of the government giving any consideration to moderation
of its own actions which cause costs to rise. In fact, the
proposed changes to FMC 73-8 would further add to the
costs of operating the institutions, diverting even greater
resources from programs to administrative processes.

Analyses made by eight major research universities
showed that the effect on them would be an average re-
duction of 40 percent in the recovery of indirect cost from
the federal government. By extrapolation, for higher edu-
cation as a whole, an additional $250 million to $300
million a year of the costs of federal programs would be
imposed on the institutions, further eroding funds for in-
structional and other programs. As might be expected,
the higher education community protested vehemently
against the proposal.
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In January 1977 DHEW released a revised proposal.
Preliminary analysis at three universities indicated the
revised proposal would reduce indirect cost reimbursement
by an average of 30 percent. By extrapolation, cost recov-
ery by higher education as a whole would be decreased by
$190 million to $225 million per year.

1976 Proposal of Universities

Following receipt of the 1975 DHEW proposal, rep-
resentatives of higher education developed a parallel pro-
posal for revision of FMC 73-8. The document, prepared
by the NACUBO Committee on Governmental Relations,
was submitted to the Office of Management and Budget
and to DHEW on August 4. 1976.

It included a number of provisions sought by DHEW
as well as certain provisions requested by the institutions.
The committee believed its proposal to be based on sound
cost principles. It viewed some parts of the DHEW pro-
posal as departures from cost principles, substituting limits
of allowable costs instead.

1976 Statements of the Congress

The Congress gave renewed attention to indirect costs
of universities in deliberations on 1977 appropriations for
DHEW. On June 2, 1976 the report of the House Com-
mittee on Appropriations reiterated concern about the
relative growth in indirect costs and urged DHEW to
devote greater attention to assuring that the costs are
strictly associated with federal grants and contracts. The
Committee stated its firm objective that appropriations be
devoted to direct research efforts to the maximum degree
feasible. It asked DHEW to explore the possibility of in-
cluding cost competition in the grant approval process.
The report of the Senate committee did not discuss the
subject of indirect cost.

The Conference Committee report on August 3, 1976
was considerably more compulsive in tone. It spoke of
funds being “diverted” to pay overhead costs and stated
that:

It is thus imperative that the Department work closely
with the Office of Management and Budget and other
federal agencies, to undertake revisions in the indirect
cost mechanism which will result in a significant reduc-
tion in funds being diverted into indirect costs.

The Conference report was discussed on the floor of the
Senate on August 25, 1976. Senator Mathias, concerned
about the wording, referred to the provisions of the earlier
House report as “a workmanlike, equitable, and wholly
acceptable approach.” He added:

We do not want universities to make a profit on federal
research and we do not want them to take a loss. We
want prudent and economical administration, We should
not prejudge the outcome of these technical discussions
by deciding what the true costs of research are before
the professional judgments are made. What we need is
an approach that is fair to the government and to the
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universities. This is the principle that should guide HEW
in preparing the material called for in the conference
report.
Senator Bayh responded that the statement of Senator
Mathias was consistent with the intent of the Conference

Committee.

The Situation Today

The Office of Management and Budget has the respon-
sibility for considering the proposals for changes to the
cost principles as developed by DHEW and by higher edu-
cation, and for developing its own proposal for review by
the agencies and institutions, It is expected that the new
Congress will give renewed attention to the subject of cost
reimbursement to universities.

Position of Higher Education

The concluding portion of this paper is a description
of the author’s concept of what should be the position of
the higher education community on cost reimbursement.
It is this:

1. Equity calls for reimbursement of direct and in-
direct costs on the basis of sound cost principles without
arbitrary limitations.

2. Equity calls for discontinuation of arbitrary require-
ments regarding the extent of cost sharing by universities.

3. Cost sharing by an institution — commensurate with
its interest in a project or activity, the benefit to be derived
by it and its capacity to contribute — should be voluntary
and outside the terms of agreement.

A realignment of federal policy based on these principles

would lead to an environment in which the government
pays full costs, and would reduce the erosion of institu-

tional resources diverted from instruction and other activi-
ties to federal programs. Implementation of these prin-
ciples would fulfill the objectives stated by Senator
Mathias:

We do not want universities to make a profit on federal

research and we do not want them to take a loss.

Not all members of the higher education community
are in full agreement with the principles given above. Some
conceive that because there are educational benefits de-
rived from performing government research, the institu-
tions should absorb part of the costs from other institu-
tional funds. Some faculty members who are principal
investigators on federal projects understandably would pre-
fer more funds to be available for the direct costs, which
they control, of their research projects. Also they may
not appreciate the effect that a shortfall in full cost re-
imbursement has on the overall financial condition of
institutions. Universities are endeavoring to bring about a
better understanding by the faculty of the role of full cost
recovery.

Higher education is committed to continue its efforts
to assure that acceptable standards of accountability are
practiced by the institutions. At the same time the govern-
ment is urged to exercise restraint so that standards are
limited to those that are necessary, reasonable and prac-
tical, and do not impose unwarranted costs on the opera-
tions of the institutions.

In order for higher education to fulfill the institutional
goals of quality research in harmony with instructional
programs, and in order to assure the financial stability of
the institutions on which the nation depends for part of its
research effort, it is vital that the government carry out an
equitable policy of full reimbursement of the direct and
indirect costs of federal programs.
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Dispelling the Myths About Indirect
Costs

By Gary Talesnik NOVEMBER 02, 1994 PREMIUM

To no one's surprise, the controversy over universities' indirect research costs is
heating up again. In times past, you could count on this issue to turn up every few
years; now it returns so often it never really seems to go away. This time around, the
Clinton Administration, led by the Office of Management and Budget and the White
House Office of Science and Technology Policy, is meeting with representatives of
university administrators, scientists, and federal research agencies to try to reach a
long-term solution to the problem. The group plans to submit recommendations to the
Administration and Congress within the next few months.

Federal policy on reimbursement of indirect costs is crucial, because such payments
are a significant part of the way we support research in this country. Indirect-cost
payments for federally sponsored research at universities total about $3-billion a year.
It is not surprising that indirect-cost policy is a continuing source of controversy,
given the tension between the researchers who rely on federal funds to pay the direct
costs of their research and the institutions that depend on indirect-cost payments to
help cover the expenses of administrative support and facilities.

Furthermore, the Executive Branch and Congress have tried to cut indirect-cost
payments numerous times over the years, either to achieve budget savings or to stem
alleged "abuses." Most of these efforts failed, because they were arbitrary and
inequitable. The Bush Administration did manage to impose a limit on reimbursement
for administrative costs, in response to allegations that institutions were charging the
government for questionable or "unallowable" costs. Two weeks ago, Stanford
University and the Office of Naval Research signed an agreement settling a dispute
over 12 years of federal indirect-cost payments to the institution.

For over 20 years, I was in charge of indirect-cost negotiations and the development
of cost-reimbursement policy for the Department of Health and Human Services. In
my experience, the periodic debates about indirect costs have usually been, as Yogi
Berra put it, "deja vu all over again." Given the nature and importance of this subject,
periodic reviews that honestly deal with the facts can be constructive. All too
frequently, however, the debates about indirect costs have been based on faulty
assumptions and perceptions.



The handling of indirect costs can certainly be improved, and I have some suggestions
that I believe can help. But to deal intelligently with this subject, we first need to clear
away the smoke and misconceptions. Let me take a stab at dispelling several of the
most troublesome, counterproductive -- and perennial -- myths.

* Myth: Indirect costs pay mainly for administrative bureaucracies that provide little
benefit to research programs.

* Fact: Indirect costs include expenses related to facilities as well as to administration,
and both sets of costs are important to the success of research programs.

Costs related to the use of facilities and expenses for administrative support now each
represent about half of the total indirect costs of university research. Facilities
expenses include depreciation and financing costs for buildings and equipment,
utilities, maintenance and repairs, and janitorial services. Those costs have nothing to
do with administrative bureaucracy and are clearly necessary to provide the buildings
and equipment used to conduct research.

Administrative costs include an equally wide range of services: accounting,
purchasing, personnel management, and legal services, among many others. They also
include staff support to help institutions comply with federal laws, regulations, and the
specific conditions of research grants and contracts, including safeguards for the
protection of human subjects and the care and use of laboratory animals.

While one might call these functions "administrative bureaucracy," they are hardly
frivolous or unnecessary to the functioning of research. We expect institutions to
account for the money they receive, to use it efficiently, to follow sound and lawful
personnel practices, and to comply with the legal and administrative requirements of
federal programs. None of this comes free. Someone has to pay and, if the sponsors of
research don't pay their fair share, institutions will have to look to tuition or other
sources to cover the costs. In my view, this would be neither fair nor sound public

policy.

* Myth: Indirect costs are escalating rapidly and are eroding the money available to
pay for the direct costs of research.

* Fact: Indirect costs, as a portion of the total cost of research grants, have been stable
for the past decade.

Indirect costs accounted for 31 per cent of the total cost of research grants awarded to
universities by the National Institutes of Health in fiscal 1983; the comparable figure
for fiscal 1993 was 30.9 per cent. During the entire 10-year period, the proportion
never exceeded 31.6 per cent. (The institutes support about 50 per cent of all federally



sponsored research at educational institutions.) These simple, straightforward facts
constantly get lost in the rhetoric.

Although the indirect costs claimed by institutions did increase significantly from the
early 70's to the early 80's, the rise took place after a long period in which
reimbursement of indirect costs was capped at an artificially low level. It took the
institutions considerable time after the cap was removed in 1966 to begin recovering
anything approaching their actual indirect costs. An increase in costs that occurred
more than 10 years ago doesn't justify a concern about "escalating" costs today.

* Myth: Indirect costs are higher at universities than at other types of organizations.

* Fact: As a portion of total research costs, universities' indirect costs are lower than
those of hospitals and other non-profit organizations and are much lower than the
indirect costs of for-profit companies.

Data gathered by the Public Health Service for the research grants and contracts
awarded by all of its agencies, including the N.L.H., show a clear pattern in the
average indirect costs at different types of organizations. The most recent analysis by
the Public Health Service, which covers fiscal 1985 through fiscal 1992, shows the
following indirect costs, as a percentage of total costs, for fiscal 1992: universities,
31.0 per cent; hospitals, 33.4 per cent; other non-profit organizations, 33.7 per cent;
state and local governments, 27.6 per cent; commercial companies, 50.1 per cent.

Although differences in organizational structures, accounting systems, and other
factors may account for some of the variations, this formation strongly suggests that
overall indirect costs at universities are reasonable and in line with those of other
organizations -- and are substantially less than those of commercial contractors.

* Myth: Wide variations in the indirect-cost rates of individual institutions are
inappropriate and unjustified.

* Fact: There are legitimate reasons why indirect-cost rates vary among institutions,
and there is no evidence that a high or low rate has any relationship to an institution's

cost-effectiveness.

Variations in the negotiated indirect-cost rates of universities arise from two factors:
differences in the actual costs of facilities and administrative services at specific
institutions, and differences in how aggressively an institution pursues recovery of
indirect research costs.

Although the actual costs of both facilities and administrative services vary
considerably among universities, the variations in facilities costs can be especially



great. Such costs are affected not only by obvious factors such as geographical
location and climate, but also by numerous factors specific to an institution, such as
the age of its buildings, their energy efficiency, the nature and mix of research the
institution performs, and the demands the research puts on its buildings and
equipment. The extent and timing of the institution's investments in upgrading its
physical plant are also major factors, because they can have a substantial impact on
the interest and depreciation costs included in the indirect-cost rate.

Variations in indirect-cost rates are also due to differences in how aggressively an
institution tries to recover indirect costs. Many public universities do not attempt to
identify and claim the full amount of indirect research costs. As a result, they tend to
have rates significantly lower than those of private universities. Public universities
generally have less incentive to try to recover full indirect costs, because state policies
usually require institutions to return indirect-cost payments to the states, rather than
allowing universities to retain them.

Clearly, the differences in actual costs and in aggressiveness in recovering indirect
costs will produce a substantial spread in the rates of individual institutions. There is
no evidence, however, that these variations are unreasonable or unjustified.

If you line up all the information I've presented and consider it carefully, you could
reasonably ask, "So what's broken? What are we trying to fix?"

Those are good questions, which ought to be answered before we spend much more
time or money on this issue. As a practical matter, much has already been done to
constrain the growth of the government's reimbursement of indirect costs to
universities. The measures include a cap on administrative costs, imposed on most
universities at the beginning of their 1993 fiscal years; tighter rules on "unallowable"
costs, such as lobbying expenses; and more-extensive audits. In fact, universities are
the only organizations that do business with the government that are subject to an
arbitrary limit on a major part of their indirect costs.

Having said all this, however, I know that the issue won't simply fade away. [ don't
have any magic bullets, but I do have several suggestions that I think merit
consideration. These ideas are not new, but they should be given a fresh look. 1
understand that some of them are being seriously considered in the current discussions
between the Administration and the universities on indirect costs.

First, we should stop using the terms "indirect costs" and "overhead." The terms are
technically correct, but they contribute to the misconceptions about what these costs
involve. Something like "facilities and administrative support," though longer, would
provide a much clearer picture of what these costs actually represent.
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In a similar vein, serious consideration should be given to publishing a univergfty's
indirect-cost rate broken down into its two parts -- the percentage for facilitié€ and the
percentage for administrative support. This would allow everyone to see more readily
where costs are increasing or decreasing and would improve public understanding of
what the costs represent. The Association of American Universities recommended
such a step several years ago, and, at the time, I thought it would be largely cosmetic
and of little value. I was wrong. Because the indirect-cost controversy is driven
mainly by perceptions, we should try to make the perceptions match the facts. Since
universities negotiate separate rates for the two groups of expenses with government
officials, it would be relatively easy to display the two components of the rates in
published rate agreements. These agreements are routinely provided to federal
research agencies and could be made available to others, including members of
Congress and university researchers.

[ make my third suggestion with some reluctance. Even though the overall level of
indirect costs, as a percentage of total federal research costs, has been stable for a
decade, facilities costs have grown considerably. This is not surprising. Unlike the
60's and 70's, when direct federal grants were available for construction of research
facilities, reimbursement of indirect costs now is the only broad mechanism available
to universities to help cover the costs of such facilities.

While the growth of these costs is understandable, some researchers and federal
officials continue to be concerned that institutions are building more facilities than
they need or that the facilities are too large or too elaborate. [ have not personally seen
much evidence of this, and the hoops -- in the form of approvals from governing
boards and financing agencies, for example -- that universities already have to jump
through to justify new construction and major renovations would seem to be a
sufficient check on such expenditures.

Nonetheless, to deal witly this concern, I think the Administration and yriver R ?
shguld seriously considér creating some external process for reviewing major new .
investments in facilities, when the costs are expected to be charged primarily t
government. This could be done by the federal agency that supports most of a
particular institution's research, a panel of representatives from other universities, or
some combination of federal and peer reviewers.

I know this suggestion will be anathema to some institutions, because it would add
another step to an already lengthy and arduous review process. But I don't think it is
unreasonable for the organization that ultimately will be paying the bills to be
involved in evaluating a new facility. It also makes a lot more sense, in my view, than
other possible alternatives, such as caps on facilities costs, flat percentage rates, or



other formulas that ignore the actual costs that individual institutions incur to support
research programs.

Finally, it would be useful to know more about what the full indirect costs of research
programs really are. Because of differences in how aggressively institutions seek
recovery of indirect costs, the cap on administrative costs, and the dynamics of the
process of negotiating indirect-cost rates, current rates do not reflect universities' full
expenses for facilities and administrative support. A comprehensive study by a
representative cross section of institutions that identified the full indirect costs of their
research programs would go a long way toward allaying concerns and improving
understanding of this issue.

I think that these recommendations could help federal officials and university
representatives reach a long-term resolution of this controversial topic. Maybe this
time it can be put to bed for at least a couple of years.

Gary Talesnik is a management consultant for KPMG Peat Marwick, an international
accounting and consulting company. He is a former official of the U.S. Department of
Health and Human Services, where he was responsible for grants management,
indirect-cost negotiations, and cost-reimbursement policy.



