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Indirect Costs of Federally 
Supported Research 

Kenneth T. Brown 

In federally supported research a dis- 
tinction is drawn between direct costs, 
which cover the expenses of a specific 
research project, and indirect costs, 
which are allocated to research organiza- 
tions to defray research expenses broad- 
ly described as overhead. This article 
concerns indirect costs at U.S. universi- 
ties and colleges, which will be lumped 
for convenience under the term universi- 

higher indirect costs. Also affected are 
all beneficiaries of research, who consti- 
tute an even larger group that is world- 
wide in distribution, especially in re- 
search fields such as human health. But 
three groups are affected with special 
force in their daily work. One is the 
federal granting agencies, who have the 
duty of supporting as much high-quality 
research as they can. Another is admin- 

Summary, Indirect costs of federally supported research have increased steadlly 
and dramatically smce the current indirect cost policy became effective in 1966. The 
amount of research supported by any given level of federal funding has thus been 
markedly reduced, and this has become a critical factor limitlng research support in 
the United States. The current policy has had multiple adverse effects that threaten 
the health of both the federal research program and the universit~es in which most of 
the research is conducted. This article examines the background and nature of the 
current policy, describes its consequences, and proposes s~mplifymg modifcations 

ties. As I will document in this article, 
indirect costs have increased steadily 
and markedly since 1966, when the cur- 
rent indirect cost policy became effec- 
tive. This is the case even when indirect 
costs are expressed as a percentage of 
total research costs. The amount of re- 
search that can be supported with any 
total level of federal funding has thus 
been seriously reduced, and this has 
become a major factor limiting the sup- 
port of research in this country. 

The importance of this matter is incal- 
culable but may be assessed partly by 
considering the groups affected. Of 
course, U.S. taxpayers must pay the 
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istrators of universities where the re- 
search is performed, for whom a major 
concern must be the fiscal soundness of 
their institutions. A third group is the 
scientists who conduct the research, and 
who often depend largely on federal 
funds to pursue the research careers for 
which they have been trained. All three 
of these groups may be expected to favor 
the optimal support of research. But that 
goal is being compromised by the high 
indirect costs that now pertain at many 
universities, whose administrators are 
thus placed at odds with both the grant- 
ing agencies and their own research fac- 
ulties. 

This situation cries out for all parties 
to pull together toward common goals. 
Research should be optimally supported, 
with smooth working relations between 
all of the main groups involved, and 
without imposing unnecessary financial 
or administrative burdens on the univer- 
sities. Attainment of these goals requires 
that all parties have a clear and shared 
understanding of the problem. This is not 
currently the case, partly because many 
relevant facts are not readily available, 
and partly because partisan viewpoints 
have obscured some of the issues. Thus 
in the first part of this article I will 
describe the history of indirect costs, 
including a budgetary analysis of the 
extramural research program of the Na- 
tional Institutes of Health (NIH); this is 
one of the largest federally funded re- 
search programs and the one for which I 
have the best information (I). I will next 
attempt to identify the most critical as- 
pects of this issue and the major prob- 
lems that have arisen under the current 
indirect cost policy. Finally, I will pro- 
pose modifications of the policy that I 
believe to be in the best interest of all 
parties, and suggest steps to expedite the 
desired modifications. 

Background 

The early history. Unless otherwise 
indicated, all indirect cost rates in this 
article have been calculated by express- 
ing indirect costs as a percentage of total 
direct costs. Before 1955, an indirect 
cost rate of 8 percent was applied uni- 
formly to NIH research grants at all 
educational institutions (2). From 1955 to 
1963 the indirect cost rate became 15 
percent; from 1963 to 1966 it was 20 
percent of allowable direct costs, which 
amounted to about 16 percent of total 
direct costs (3). In 1966, apparently in 
response to strong representations by 
universities to the Bureau of the Budget, 
which is now the Office of Management 
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Table 1. NIH funds awarded in research grants to U.S. universities and colleges during fiscal years 1966 through 1979. Total costs, direct costs, 
and indirect costs are in millions of dollars. Direct costs are also given as a percentage of total costs. 

Fiscal year 
Costs 

1966 1967 1968 1969 1970 1971 1972 1973 1974 1975 1976 1977 1978 1979 

Total 431 487 516 524 505 569 676 681 886 929 1236 1150 1322 1580 
Direct 378 414 431 432 411 458 537 528 686 709 922 859 981 1158 
Indirect 53 73 85 92 94 111 139 153 200 220 314 291 341 422 
Direct as a 87.7 85.0 83.6 82.5 81.4 80.5 79.4 77.5 77.5 76.3 74.6 74.7 74.2 73.3 

percentage of total 

and Budget (OMB), a major policy 
change became effective that has extend- 
ed to the present time (4). Under this 
policy the indirect cost rates of each 
university are frequently renegotiated, 
usually on an annual basis. The vast 
majority of universities conduct these 
negotiations with the Department of 
Health and Human Services (DHHS) or 
the Department of Defense, following 
policies set by OMB, an arm of the 
Executive Office. 

The growing concern. By 1976 the 
rising indirect cost rates had aroused 
sufficient concern in Congress that a 
joint conference of the House and Senate 
Appropriations Committees called for 
bringing the "spiraling indirect cost rates 
under control" (5). I am informed by 
John Lordan, chief of the Financial Man- 
agement Branch of OMB, that this con- 
gressional concern was the major reason 
for the 1979 revision of OMB circular A- 
21, a set of more specific regulations 
designed to close loopholes and prevent 
abuses (6) .  

Although federal granting agencies 
and grantee scientists are much affected 
by indirect cost rates, they had little or 
no voice in indirect cost policies until 
very recently. Hence these two groups 
have been almost completely disenfran- 
chised in an issue of great import to their 
work. In this situation it was probably 
inevitable that the rising indirect cost 
rates would require these groups to be- 
come better informed about indirect 
costs and to demand a voice in the 
matter. My own involvement resulted 
from activities in both groups. Like other 
researchers with whom I have discussed 
this subject, I have long had the impres- 
sion that rising indirect cost rates have 
been eroding funds available for the di- 
rect costs of research. My concern grew 
especially during the past 3 years, while 
serving on the National Advisory Eye 
Council (NAEC), the policy-making 
body of the National Eye Institute (NEI) 
that makes final decisions on all NEI 
research grants. By October 1979 several 
members of the NAEC had become dis- 
turbed by the effects of rising indirect 
costs on research supported by the NEI. 

Having no mandate in this matter, but 
feeling that the issue was becoming too 
important to ignore, the NAEC adopted 
and forwarded to Donald Fredrickson, 
director of NIH, a resolution requesting 
that the matter be studied at the NIH 
level. Although NIH also has no man- 
date for controlling indirect costs, it 
seemed an appropriate level for studying 
indirect costs as they influence a major 
federal granting agency. Fredrickson at- 
tended the next meeting of the NAEC, in 
February 1980, for an extensive discus- 
sion of the issue. In response to this and 
other inputs, and agreeing with the con- 
cerns expressed, he made indirect costs 
the sole topic at the May 1980 meeting of 
his NIH director's advisory committee 
(7). Indirect costs have thus been identi- 
fied by NIH as a major concern at this 
time. 

Indirect Costs of NIH Grants 

Efects of increased indirect costs on 
NZH research funding. Table 1 shows 
data on NIH grants to U.S. educational 
institutions. The period covered is fiscal 
1966, the last year before the current 
policy became effective, through fiscal 
1979, the most recent year for which data 
were complete at the time of compila- 
tion. This table covers all types of re- 
search grants awarded by NIH, includ- 
ing regular research grants (RO-l's), pro- 
gram project grants, clinical research 
center awards, research career develop- 
ment awards, and biomedical research 
support grants. Among these types of 
grants, the same indirect cost rate ap- 
plies to regular research grants and pro- 
gram project grants. Special rates, usual- 
ly lower, are negotiated for clinical re- 
search centers, while research career 
development awards include a fixed 8 
percent for indirect costs and biomedical 
research support grants carry no indirect 
costs. Because the entire mix of research 
grants is used, indirect costs reported 
here are conservatively low; the effect is 
significant but not great, since grants 
carrying lower indirect cost rates than 
regular research grants accounted for 

only 28 percent of NIH's total funding 
for extramural research in fiscal 1979. 

Table 1 shows that from 1966 through 
1979, annual indirect costs of NIH grants 
increased from $53 million to $422 mil- 
lion, a factor of 8.0, while direct costs 
increased from $378 million to $1158 
million, a factor of 3.1. The percentage 
of total costs awarded for indirect costs 
increased steadily over this period. Of 
course, this caused a corresponding 
steady decline in the percentage of total 
funds devoted to direct costs, as shown 
in Table 1, the decline being from 87.7 
percent in 1966 to 73.3 percent in 1979. 
Although the portion of total costs that 
was available for direct costs dropped 
only 14.4 percent, funds for direct costs 
were seriously reduced. In fiscal 1979 
the funds available for direct costs were 
$1158 million. But if the same percentage 
of total costs that was available for direct 
costs in 1966 had still been available in 
1979, direct cost funds in 1979 would 
have been $1386 million. In other words, 
by 1979 the direct cost funds for that 
fiscal year had been reduced by $228 
million because the percentage of total 
funds devoted to indirect costs had in- 
creased over a 13-year period. This is a 
noteworthy result, especially since it 
represents the reduction of direct cost 
funding for only 1 year and only one 
federal granting agency. 

In this article an "overall" indirect 
cost rate refers to the annual indirect 
cost rate pertaining to NIH's entire re- 
search grant program; such rates are 
readily obtained from data in Table 1. 
Figure 1 shows that this overall indirect 
cost rate grew steadily from 14.0 percent 
in 1966 to 36.4 percent in 1979; the rate 
itself thus increased by a factor of 2.6. 

Since questions are sometimes raised 
about the conclusion that rising indirect 
costs reduce funds for direct costs, the 
basis for that conclusion will be made 
explicit. Each institute at NIH annually 
requests an appropriation for grant-sup- 
ported research that is a single line item 
including both direct and indirect costs. 
From the funds appropriated for that 
purpose by Congress, the prevailing 
overall indirect cost rate determines the 
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percentage that must be devoted to indi- 
rect costs. The effects of a rising overall 
indirect cost rate would be most evident 
in a period of constant annual appropria- 
tions for grant-supported research, dur- 
ing which the additional funds required 
for indirect costs would correspondingly 
reduce the funds available for direct 
costs. 

While a rising indirect cost rate will 
always have an adverse effect on direct 
cost funding, this effect is less obvious 
during a period of rapidly rising total 
budgets. For example, Table 1 shows 
that total research appropriations rose so 
rapidly from 1966 to 1979 that direct cost 
funds increased by a factor of 3.1. It 
might appear on that basis that research 
is now so much better supported that 
there is little cause for concern. That 
point is examined in Fig. 2 by plotting 
NIH's indirect and direct cost funds in 
"constant" 1966 dollars, using deflator 
factors from the biomedical R & D price 
index developed by NIH. Results in 
these constant dollars show that indirect 
cost funds increased from $53 million in 
1966 to $186 million in 1979, a real gain of 
$133 million to a value that was 3.5 times 
the 1966 level of funding. By compari- 
son, direct costs increased from $378 
million to $512 million over the same 
period, a real gain of $134 million to a 
value that was only 1.35 times the 1966 
funding level. In other words, direct cost 
funding in constant dollars increased 
only 35 percent over that 13-year pe- 
riod. 

Differences between universities. Un- 
til very recently, universities were per- 
mitted to negotiate indirect cost rates on 
a variety of "bases," such as a percent- 
age of salaries and wages or a percentage 
of total direct costs less specified items. 
Because of these various bases for nego- 
tiated rates, it has become common prac- 
tice to express indirect costs as a per- 
centage of total direct costs, especially 
when comparing indirect cost rates be- 
tween institutions. Under the 1979 revi- 
sion of OMB circular A-21, all indirect 
cost rates must now be negotiated on a 
well-specified "modified total direct cost 
base" (6). 

Even when the basis for computation 
is uniform, differences between indirect 
cost rates of various universities are dif- 
ficult to interpret, for reasons described 
later. But these differences are so large 
that they are an important aspect of the 
situation, and they will be presented 
from that standpoint. Data were ob- 
tained on the growth of indirect cost 
rates at the 20 NIH grantee institutions 
awarded the most funds for research 
during fiscal 1979. Table 2 lists these 

Fiscal year 

Fig. 1. Growth of the overall indirect cost rate 
that covers NIH research grants to U.S. uni- 
versities and colleges. For each fiscal year 
from 1966 through 1979, the indirect cost rate 
was obtained from Table 1 by expressing 
indirect costs as a percentage of direct costs. 

institutions, their research support for 
direct costs in fiscal 1979, and their indi- 
rect cost rates in fiscal 1979. Among 
these institutions the greatest increase 
was registered by Yeshiva University, 
whose indirect cost rate rose from 17.1 
percent in 1966 to 63.8 percent in 1979, a 
factor of 3.7. The top half of Fig. 3 shows 
results for Yeshiva and two other private 
institutions. By 1979 the indirect cost 
rate at Harvard University had grown to 
49.4 percent; at that institution slightly 
more than half the direct costs awarded 
in fiscal 1979 were to Harvard Medical 
School, for which the indirect cost rate 
had risen to 59.5 percent. At the Massa- 
chusetts Institute of Technology (MIT) 
the indirect cost rate rose steadily and 
more slowly to 39.9 percent. All of the 
other ten private institutions of Table 2 
showed patterns that are well represent- 
ed by the three illustrated, aside from 
New York University, where the indi- 
rect cost rate had risen to only 35.7 
percent by fiscal 1979. 

Figure 3 also shows data for three 

o l , , , , , , , , , , , , , ,  
1966 1970 1974 1978 

Fiscal year 

Fig. 2. Growth of direct and indirect costs of 
NIH research grant awards, expressed in con- 
stant 1966 dollars. Results were computed 
from data in Table 1, using the fiscal year 
biomedical R & D price index developed by 
NIH. 

public universities. Among these the 
most r a ~ i d  increase was at the Universi- 
ty of Michigan, where the indirect cost 
rate reached 47.6 percent in fiscal 1979, a 
value similar to that of Harvard Univer- 
sity. A slower growth rate was shown by 
the University of Wisconsin at Madison. 
Still slower and very similar growth rates 
occurred at the Universities of Washing- 
ton and Minnesota, which are not illus- 
trated. The University of California ne- 
gotiates indirect cost rates that apply 
uniformly to all its campuses; when indi- 
rect costs are expressed as a percentage 
of total direct costs, only very slight 
differences appear between campuses. 
Annual indirect cost rates have thus 
been averaged for the three campuses 
that appear in Table 2, and these average 
values are shown in Fig. 3 for the Uni- 
versity of California, which exhibited the 
least increase of indirect cost rates over 
the period shown. 

Figure 3 demonstrates that indirect 
cost rates have grown at widely different 
rates among both private and public in- 
stitutions that receive major research 
support from NIH. By 1979 this had 
resulted in a large spread of indirect cost 
rates between institutions. Why are the 
differences so great, and are they justi- 
fied? It has recently become evident that 
some institutions assign as many costs as 
possible to the "direct" category, while 
other institutions assign many of the 
same costs to the "indirect" category (7, 
8). Although the reasons for this are not 
clear, they may involve different institu- 
tional strategies. Costs assigned to the 
direct category can be allocated to spe- 
cific grants for accurate cost accounting; 
also, the institution's indirect cost rate 
can thus be held down. On the other 
hand, assignment of as many costs as 
possible to the indirect category will 
reduce direct costs, the only ones that 
receive peer review on grant applications 
to NIH, thus enhancing the possibility 
that grants will be approved without sig- 
nificant cuts of their direct costs. Re- 
gardless of the underlying reasons for 
such dissimilar policies, they must con- 
tribute to a significant but indeterminate 
extent to the observed differences of 
indirect cost rates between various 
institutions. 

In summary, because of widely differ- 
ing treatments of indirect costs among 
universities, the indirect cost rates of 
different universities are not compara- 
ble. Much attention has been devoted 
recently to university accountability in 
expending federal research funds (5-9). 
Within that subject, it would seem a 
matter of public interest and university 
responsibility that indirect cost rates 
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should at least have a well-defined signif- 
icance, so that any major differences 
between universities could be interpret- 
ed clearly. Instead, accounting practices 
are permitted and conducted under the 
current indirect cost policy that undercut 
this basic aspect of accountability. 

Some Critical Aspects of Current Policy 

In this section I will analyze some 
aspects of indirect costs that are not 
entirely budgetary in nature. I will at- 
tempt to do this in a nonpartisan way, 
with the aim of furthering the best inter- 
ests of all parties. To the extent that it is 
not possible to be truly nonpartisan, the 
views expressed will be primarily those 
of a university faculty member who is 
concerned about the continued health of 
both the federal program of research 
support and the university system in 
which much of that work is conducted. 
Since the faculty viewpoint has been 
most notably lacking in determination of 
indirect cost policies to date, it seems in 
greatest need of representation. 

Differences between direct and indi- 
rect costs. A document circulated by a 
university administrator at the May 1980 
meeting at NIH stressed the following 
statement: "The onlv difference between 
direct and indirect costs is the precision 
with which the costs can be specifically 
identified with a given activity." This 
view is misleading, and dangerously so, 
since it could be used to justify further 
increases of indirect costs by inappropri- 
ately associating them with direct costs. 
In fact, direct and indirect costs differ in 
several substantive respects that merit 
close attention 

First, the mechanisms for approving 
direct and indirect costs of NIH grants 
are entirely different (10). A stringent 
peer review evaluates not only the scien- 
tific merits of each grant proposal but 
also the direct cost budget. Every major 
item of direct costs must be justified in 
the grant proposal, and whenever the 
justification is deemed insufficient, se- 
lective cuts may be made during a three- 
step review process. Following the initial 
review by a study section, there is anoth- 
er review by the council of the awarding 
institute, and staff of the awarding insti- 
tute may initiate budget cuts either be- 
fore or after the action of the council. 
None of these budgetary reviews is per- 
functory; in fact, significant cuts of di- 
rect costs are commonly made at each 
stage of review, although it is unlikely 
that a given grant would be cut at all 
three stages. By contrast, there is no 
similar prior review to evaluate the justi- 
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Fig. 3. Growth of indirect cost rates for six 
sample institutions drawn from the 20 institu- 
tions that received the highest research grant 
awards from NIH during fiscal 1979. For each 
fiscal year at each institution, indirect costs 
were divided by total direct costs to obtain the 
indirect cost rate. 

fication of an item that is added to the 
indirect costs of a university. Instead, 
there is a largely ad hoc review that 
normally occurs during the renegotiation 
for a new indirect cost rate. More impor- 
tant, the primary goal of that review is to 
determine whether the type of item that 
has been added falls within federal indi- 
rect cost regulations. Aside from rare 
and obvious instances, I am informed 
that federal audit agencies find it imprac- 
tical to determine whether added indirect 
costs are justified by being required as 
part of an efficient operation. 

A second difference, closely related to 
the first, concerns incentives to mini- 
mize the costs of research. For direct 
costs each investigator has a strong in- 
centive to keep the proposed budget as 
low as possible, since unduly expensive 
projects invite particularly close scruti- 
ny. There is no similar incentive to mini- 
mize indirect costs, since only direct 
costs are considered in the three-step 
evaluation of grant budgets. Put another 
way, there is no evaluative step at which 
an exceptionally high indirect cost rate 
reduces the probability that grant pro- 
posals from that university will be fund- 
ed. Under these conditions, there is in- 
adequate incentive for universities to be 
cost-efficient with respect to indirect 
costs of grant-supported research. In 
fact, the present system would almost 
seem to encourage inefficiency. For ex- 
ample, if a university wishes to hire an 
additional administrator whose salary is 
chargeable to indirect costs, it is neces- 
sary at most to support that salary from 
nongrant sources during the first year. 

Thereafter the salary becomes part of the 
ongoing indirect costs that may be used 
to negotiate a higher indirect cost rate in 
all successive years. A university may 
thus pyramid its administrative costs of 
research, since they are not subject to 
effective limitations and are paid for al- 
most entirely by outside funds. Under 
these conditions, which are similar to 
those that promote bureaucracy in gov- 
ernment, one expects administration to 
expand until it becomes cumbersome 
and unnecessarily expensive. 

Third, while indirect costs are well 
protected against inflation, direct costs 
are not. The overall indirect cost rate is 
always a percentage of direct costs and it 
is renegotiated frequently on the basis of 
indirect costs incurred by the universi- 
ties. Direct costs do not have this protec- 
tion. Also, direct cost funds are adverse- 
ly affected by a rising overall indirect 
cost rate, as already described. This 
means that direct cost funds are not only 
inadequately protected against inflation, 
they can even suffer from the very pro- 
tections against inflation that are enjoyed 
by indirect costs. These unequal treat- 
ments were established in 1966, before 
inflation became a dominant factor in the 
U.S. economy. 

Finally, when direct cost funds are 
expressed in constant dollars, they will 
be reduced by any one of several condi- 
tions. These include reduction of the 
total research budget, inflation, or an 
increase of the indirect cost rate. On the 
other hand, direct cost funds can show a 
real increase only when there is a con- 
gressional increase of the NIH budget 
for extramural research, provided that 
this increase exceeds any concomitant 
effects of an increased overall indirect 
cost rate and that it also exceeds infla- 
tionary effects on direct costs. Although 
these conditions have been met in some 
past years, it appears highly unlikely that 
they will be met in the foreseeable fu- 
ture. And whenever the funds for direct 
costs actually do rise, indirect cost funds 
rise proportionately. This situation 
seems fairly summarized by saying that 
indirect costs continue to be in a no-lose 
position, while direct costs are now in a 
no-win situation. In the near future of 
direct costs, the best that can realistical- 
ly be hoped for is maintenance of the 
status quo. But even that seems a forlorn 
hope in the face of leveling federal bud- 
gets, continued inflation, and continued 
vulnerability to increased indirect cost 
rates. In short, it appears that a critical 
point has been reached in the federal 
funding of research. 

The reality of indirect costs. Some 
well-placed and highly respected univer- 
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sity administrators identify the primary 
problem of indirect costs as failure of the 
faculty to understand them and to recog- 
nize them as "real" costs. This attitude, 
which surfaced at the May 1980 meeting 
at NIH (3, requires examination. It is 
ironic because the faculty, which has 
been disenfranchised in this issue and 
disadvantaged by high indirect cost 
rates, is thus identified as the source of 
the problem. Like all meritorious obfus- 
catory statements, this one contains 
enough truth to be seductively credible. 
Faculty are indeed poorly informed in 
this issue, partly because their daily du- 
ties are along quite different lines. When 
they do ask questions, they commonly 
report university indirect cost policies to 
be obscured by a cloudy curtain that is 
difficult to penetrate (7). To whatever 
extent that occurs, failure of the faculty 
to be informed about indirect costs can- 
not be blamed on the faculty itself. More 
important, indirect costs are obviously 
real; hence this is not the issue, but only 
a readily destroyed straw man. The true 
concern offaculty is a healthy skepticism 
about whether current indirect cost rates 
are fully justified. Unless university poli- 
cies in this matter are openly available, 
faculty suspicions will inevitably persist 
and intensify. 

Is reimbursement of indirect costs 
necessary? This question is still raised 
occasionally by critics of indirect costs, 
using mainly a historical justification. 
Prior to World War 11, most research at 
universities was supported by the uni- 
versities themselves, including both di- 
rect and indirect costs. Against that 
background, postwar federal support for 
direct costs of research seems to have 
been regarded initially as a pure boon 
and welcomed with open arms, with little 
concern for its attendant indirect costs. 
But as federally supported research in- 
creased markedly toward its present lev- 
el, the total amount of research at uni- 
versities simply became too great for the 
indirect costs to be borne mainly by the 
universities themselves. Reimbursement 
of some major portion of indirect costs is 
thus a necessary aspect of a desirably 
high level of federally supported re- 
search. 

The extent of indirect costs reim- 
bursed. Although indirect costs are real 
and must be largely reimbursed, a re- 
maining question concerns the extent to 
which they can appropriately be charged 
to research grants. In this connection a 
distinction must be drawn between con- 
tract research and faculty-initiated re- 
search grants. Contract research is initi- 
ated by a federal agency that requires 
solution of a specific problem, for which 
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Table 2. The 20 NIH grantee institutions that received the highest research grant funding for 
direct costs during fiscal 1979, the amounts awarded that year for direct costs, and the indirect 
cost rates for that year (expressed as a percentage of total direct costs). 

Institution Direct costs 
($ million) 

Indirect 
cost rate 

(%I 

Columbia University 
Cornell University 
Duke University 
Harvard University 
Johns Hopkins University 
Massachusetts Institute of Technology 
New York University 
Stanford University 
University of California, Los Angeles 
University of California, San Diego 
University of California, San Francisco 
University of Chicago 
University of Michigan 
University of Minnesota 
University of Pennsylvania 
University of Washington 
university of  isc cons in, Madison 
Washington Universitv. St. Louis 
Yale ~ i i v e r s i t ~  
Yeshiva University 

bids are solicited. In effect, a fee is 
offered for services, both being agreed 
on in advance; it seems entirely justified 
that the full costs of such research 
should be reimbursed, and this is current 
policy. The concern here is grant re- 
search that begins with a research pro- 
posal developed by a faculty member. 
The research is rarely of such immediate 
interest to a federal agency that the pro- 
posed work would have been solicited by 
that agency, but it may be supported 
under an enlightened and highly desir- 
able program for the long-term support 
of basic research. This federal support 
confers major benefits to both the faculty 
and the university, because research is 
one of the main ways in which faculty 
careers and university reputations are 
built. Hence universities should continue 
to share costs of this type of research, 
although their funds must be spread 
more thinly over a larger research pro- 
gram than in the past. 

The mutual benefit of faculty-initiated 
research to the government and the uni- 
versities was clearly recognized when 
statutory cost-sharing was initiated in 
196.5 with insertion of the following pro- 
vision in pertinent congressional appro- 
priation acts (2): "None of the funds 
provided herein shall be used to pay any 
recipient of a grant for the conduct of a 
research project an amount equal to as 
much as the entire cost of such project." 
At least one appropriation act is more 
explicit (11). The Independent Offices- 
Housing and Urban Development Act, 
which applies to the National Science 
Foundation (NSF), the National Aero- 
nautics and Space Administration, and 

the Environmental Protection Agency, 
states that aside from government-solic- 
ited proposals, "the extent of cost shar- 
ing by the recipient shall reflect the mu- 
tuality of interest of the grantee or con- 
tractor and the Government in the re- 
search." 

While establishing the principle and 
rationale of cost-sharing, these statutes 
leave the question of how much cost- 
sharing should be required to the various 
federal agencies. A minimum of 1 per- 
cent of the total project costs is required 
on NSF-supported research projects 
(11). For grantees under DHHS, specific 
institutional cost-sharing agreements are 
required. The office that handles this 
matter for DHHS indicates that universi- 
ties typically cover about 5 percent of 
total project costs. 

Are the current levels of cost-sharing 
too high or too low? A document of the 
National Association of College and Uni- 
versity Business Officers argues that 
cost-sharing should be abolished as a 
matter of principle (2). The wisdom of 
this view must be questioned, mainly 
because it denies university benefits 
from federally supported research and 
the financial responsibilities that the uni- 
versities should thereby assume. This 
attitude can only do further damage to 
the government-university partnership, 
which is already badly strained (9). Also, 
this view advocates removing one of the 
small remaining protections that univer- 
sities have against overdependence on 
federal funds. 

On the other hand, one hears scattered 
reports from faculty that federal research 
funds are avidly sought by the universi- 



ties, with faculty sometimes being cast in 
the unwelcome role of fund-raisers. 
While this attitude of university officials 
is difficult to document, for a variety of 
reasons, these reports are too persistent 
and widespread to be ignored. In any 
case where this attitude is held by uni- 
versity officials, one must wonder 
whether federal research funds are not 
unnecessarily advantageous to the uni- 
versity, with the level of cost-sharing 
less than it could and should be. 

Estelle Ramey put the above point 
clearly in the context of faculty percep- 
tions (7). She stated that university ad- 
ministrators urge faculty to get as many 
grants from the federal government as 
possible in order to help the institution. 
The perception of faculty is that the 
university benefits and indeed profits 
from this course. She also noted, howev- 
er, that when faculty express concern 
about high indirect cost rates, adminis- 
trators respond that the rates are not 
high enough and that research grants are 
financial burdens that increase costs to 
the university. 

Increasing indirect cost rates. I have 
concentrated on the policy within which 
indirect cost rates have increased so 
markedly and on problems resulting 
from the policy itself. Within the frame- 
work of that policy, many factors have 
undoubtedly operated to increase indi- 
rect cost rates, some of which have been 
identified (2, 8, 12). Analysis of this 
complex subject is beyond the scope of 
the present article, but certain points 
should be noted. The much-cited in- 
creased fuel bills are undoubtedly impor- 
tant, particularly in certain regions and 
in recent years. Also, the increased costs 
of grant administration have been espe- 
cially significant for many years. While 
the current indirect cost policy generates 
concern that lowered efficiency of re- 
search administration may be an impor- 
tant hidden element, the universities 
cannot avoid a large part of these in- 
creased administrative costs. 

It is widely believed that burgeoning 
federal regulations have been an impor- 
tant cause of the increased costs of re- 
search administration (8). Universities 
are now required, by at least 59 different 
federal laws and regulations, to carry out 
a large variety of federally mandated 
social programs in areas such as fair 
employment practices and public safety 
(13). While the worthiness of these pro- 
grams is not at issue here, much of their 
cost to the universities is in the demon- 
stration of compliance. This is required 
under the threat of withdrawing all feder- 
al grant support, so these indirect costs 

are unavoidable. This amounts to the 
forced robbery of Peter to pay Paul, 
since the indirect costs required for 
those programs are taken largely from 
funds that could have been used for 
direct costs of research. One question 
raised is whether research funds should 
be used to pay for federally mandated 
social programs. Also, use of the purse 
strings to make universities serve as in- 
struments of national policy, which has 
been described convincingly by Senator 
Moynihan, is an ominous trend (14). 
Both problems could be avoided if the 
social programs and scientific research 
were funded independently. While a 
workable mechanism to accomplish this 
might be difficult to devise, it is a goal 
that seems worthy of the best efforts. 

Problems for Universities 

Although objecting to the accompany- 
ing regulations, many university officials 
defend the basic structure of the current 
indirect cost policy and continue to pur- 
sue further increases of the indirect cost 
rate. In following that course they tacitly 
assume that the current policy continues 
to be advantageous to the universities. 
When regarded from a larger view, their 
course of action can only be justified on 
the assumption that the current indirect 
cost policy confers net benefits to the 
universities that will continue to out- 
weigh the disadvantages of that policy to 
the federal program of research support. 
The validity of these assumptions must 
be questioned, particularly on consider- 
ing the disadvantages of the current poli- 
cy to the universities themselves. 

First, university administrators are 
now in an almost continuous adversary 
relationship with federal agencies in re- 
negotiating indirect cost rates and assur- 
ing "accountability" in the use of indi- 
rect cost funds. This involves unhealthy 
strains and is expensive to both universi- 
ties and taxpayers. The 1979 revision of 
OMB circular A-21 is causing further 
stress and the new regulations have been 
strongly protested (7, 9, 12, 15). While 
OMB seems to expect that indirect costs 
will be reduced by these tightened regu- 
lations, some university administrators 
believe that indirect costs will increase 
because of the higher costs of account- 
ing. Both types of effects will undoubted- 
ly occur, and the net result is in doubt. If 
the net result is an increase of indirect 
costs, we will have a vicious circle in 
which high indirect cost rates have re- 
sulted in regulations that will further 
increase indirect costs. 

Second, university administrators are 
in an adversary relationship with their 
own faculty, since high indirect costs are 
contrary to important faculty interests. 
This corrodes the working atmosphere 
within universities. The problem is par- 
ticularly severe if, as sometimes report- 
ed, either direct or subtle pressures are 
brought to bear on faculty to seek federal 
research support that is largely for the 
financial advantage of the university. 

Third, universities are placed in unde- 
sirable competition with each other. 
Since few universities are content to be 
disadvantaged in relation to their com- 
petitors, the high indirect cost rates of 
certain universities beget jealousies and 
contribute to the upward spiral of indi- 
rect cost rates. 

Fourth, some wise university adminis- 
trators have long been perturbed by the 
specter of undue dependence on federal 
funds. Those fears are now being real- 
ized. Required compliance with multi- 
plying federal programs and regulations 
is a clear illustration of how federal sup- 
port funds carry significant federal con- 
trols that are deleterious to university 
functions. 

Since rising indirect cost rates create 
progressively severe problems, they 
could ultimately lead to disastrous ef- 
fects both for federally supported re- 
search and for the universities. If the 
purposes of federal research support be- 
came sufficiently undermined by rising 
indirect cost rates, the value of the entire 
research support program could be ques- 
tioned; the beginnings of such a reaction 
have already been noted (16). In that 
event, especially if combined with se- 
vere budgetary stringency, the entire 
program would be threatened. If federal- 
ly supported research were drastically 
reduced or abolished, with the universi- 
ties having become critically dependent 
on indirect cost funds, the universities 
would likewise be endangered. While 
alarmism should always be avoided, 
these concerns seem healthy and realis- 
tic. In short, there is a real danger that 
rising indirect cost rates could kill the 
goose that lays the golden eggs. 

Actions Proposed 

Mod8cat ion of  indirect cost policy. It 
is proposed that uniform indirect cost 
rates should be reestablished; each rate 
should be a percentage of the total direct 
costs, applied uniformly to all universi- 
ties, and subject to alteration only under 
exceptionally compelling circumstances. 
This would represent a return to the 
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much simpler system used through fiscal 
1966, but with an important difference, 
namely that indirect cost data compiled 
by the universities and now available to 
federal agencies could provide an objec- 
tive basis for setting uniform indirect 
cost rates. For NIH the most important 
uniform rate would apply to RO-1's and 
program project grants. These types of 
grants currently carry the same indirect 
cost rate at any given institution, and 
they account for about 72 percent of the 
funds expended by NIH for extramural 
research. Lower indirect cost rates 
would be expected to continue for cer- 
tain other types of grants, such as re- 
search career development awards, and 
it is proposed that these lower special 
rates would also apply uniformly at all 
institutions. 

This proposal would eliminate or re- 
duce many of the serious problems that 
have developed under the current policy. 
The frequent renegotiation of indirect 
cost rates by each university would be 
abolished. The need for demonstrating 
accountability in connection with indi- 
rect costs would also be abolished, ren- 
dering unnecessary the detailed require- 
ments of A-21. Instead, each university 
would receive an indirect cost rate that 
was deemed reasonable, and the result- 
ing funds could be spent in any manner 
desired. By eliminating frequent renego- 
tiations and formal accountability re- 
quirements, administrative indirect costs 
would be reduced significantly, permit- 
ting reduction of the indirect cost rate. 
Competition between universities on in- 
direct cost rates would be abolished by 
this proposal, and uniform indirect cost 
rates would be more easily justified to 
faculty members. If the uniform rates 
were such that grant funds were not 
unnecessarily attractive to the universi- 
ties, there would likewise be less tempta- 
tion to regard the faculty as fund-raisers. 
Taken together, the effects just de- 
scribed should greatly improve the work- 
ing efficiency and the quality of universi- 
ty life, particularly for university admin- 
istrators. Taxpayers should also be espe- 
cially benefited by reduction of the small 
armies of accountants now required on 
both the government and university 
sides of indirect cost issues. 

Uniform indirect cost rates would like- 
wise provide a strong incentive for uni- 
versities to strive for optimal efficiency 
with respect to indirect costs of grant- 
supported research. Since all universi- 
ties would receive comparable compen- 
sation for indirect costs, efficiency 
would become greatly to their benefit. 
Instead of universities competing with 

each other for higher indirect cost rates, 
they would compete in the efficiency of 
using federal indirect cost funds, which 
would seem a healthy change. 

Another effect of this proposal is that 
universities would quickly place as many 
of their research costs as possible under 
direct costs because it would be to their 
benefit to do so. Such a policy has al- 
ready been in effect for many years at the 
University of California, where it has 
worked well and has contributed to this 
institution's relatively low indirect cost 
rate. For institutions that do not already 
follow this policy, their grant applica- 
tions would provide a more complete 
account of the funds requested for the 
proposed research. More of the research 
costs could thus be scrutinized and 
would become subject to cuts if deemed 
unjustified. In other words, the peer re- 
view system could operate more effec- 
tively. With as many research costs as 
possible being put in the direct category, 
the kinds of research costs remaining in 
the indirect category would become re- 
duced and much more uniform than at 
present. An important basis for the cur- 
rent large differences between indirect 
cost rates at various universities would 
thus be removed. It is also noteworthy 
that these ends would be accomplished 
by providing universities with incentives 
to take steps deemed desirable, rather 
than by mandatory regulations that must 
be enforced. 

While this proposal has been given in 
its simplest form, it is recognized that 
modifications may be required. For ex- 
ample, since fuel costs vary with cli- 
mate, regional differences between indi- 
rect cost rates may prove necessary on 
that basis. Such regional rates would not 
seem to compromise the advantages of 
the proposal. Even a regional indirect 
cost rate might not be entirely equitable 
to all the universities that it covered. But 
complete equity is also not attainable 
under the current policy, and it is not 
clear that equity between universities 
would be reduced under this proposal. 
As recently as 1979, the General Ac- 
counting Office (GAO), an investigative 
arm of Congress, recommended that in- 
direct costs not be controlled by a uni- 
form ceiling on the indirect cost rate (8). 
The reason cited was a perceived de- 
crease of equity between universities. 
Unfortunately, there was no indication 
that this GAO report weighed the advan- 
tages of a uniform indirect cost rate that 
have been described in this article. Even 
if uniform indirect cost rates did result in 
some reduction of equity between uni- 
versities, that would seem a small price 

to pay for the many advantages that may 
be foreseen. 

In this proposal the uniform indirect 
cost rates would be stabilized by being 
renegotiated only under compelling con- 
ditions, which would have to be demon- 
strated by the universities. Both direct 
and indirect cost funds would then rise 
or fall together, depending on the total 
federal research budget, both types of 
research costs being equally protected 
against inflation. The main stumbling 
block might be the indirect costs of still 
further government regulations. Hence 
that problem would have to be brought 
under control to avoid unduly frequent 
revision of the uniform indirect cost 
rates. 

While the principle of cost-sharing is 
sound, the present mechanism of cost- 
sharing is needlessly complex. Current 
policies permit universities to recover 
fully the indirect costs of grant-support- 
ed research. A separate mechanism is 
then used, at least by DHHS, to negoti- 
ate for universities to pay a portion of 
both the direct and indirect costs of 
grant-supported research. In other 
words, the universities take in federal 
funds with one hand and pay out with the 
other. This procedure for cost-sharing is 
expensive in effort and funds for both the 
government and the universities. It 
would seem much more efficient to es- 
tablish uniform indirect cost rates that 
fully cover indirect costs, and then re- 
duce those rates appropriately to provide 
for cost-sharing. 

Expediting the desired modifications 
of policy. University administrators are 
well placed and well organized to exert 
political influence in furtherance of their 
perceived interests on indirect costs. By 
contrast, there is no group that similarly 
represents direct costs at the necessary 
political levels. This imbalance is reflect- 
ed by the current indirect cost policy and 
the problems that have arisen under that 
policy. 

In correcting that imbalance, it ap- 
pears that the only group that could 
appropriately represent direct costs is 
the university research faculty. This is 
based on the belief that neither taxpayers 
nor beneficiaries of research would be- 
come sufficiently aroused and organized 
on such a technical matter, while federal 
granting agencies are not in a good posi- 
tion to take a political stance. Research 
faculty are seldom inclined, by either 
disposition or training, to become politi- 
cally involved. Also, many faculty are 
understandably reluctant to take a posi- 
tion contrary to that of their own admin- 
istrators, on whom they must depend for 
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the advancement of their work and ca- 
reers. It appears, however, that the indi- 
rect cost issue is one that the faculty can 
no longer afford to ignore. Also, faculty 
interests may not be contrary to the long- 
term interests of their administrators and 
universities. In addition to their own 
needs and responsibilities in the matter, 
faculty may thus have a unique opportu- 
nity to exert beneficial effects on behalf 
of all parties to this issue. 

In taking that opportunity, it will be 
necessary for faculty to become better 
informed and to develop well-defined 
goals concerning indirect costs. It is 
hoped that this article will be helpful 
toward those ends. In advancing their 
opinions, faculty should have a role in 
the indirect cost policies of their own 
universities. Recently some significant 
steps have been taken in that direction at 
the University of California, which has a 
well-established policy of faculty partici- 
pation in university governance. A 
meaningful dialogue on this issue should 
be beneficial to faculty and administra- 
tors alike at all universities. 

If significant changes of indirect cost 
policy are to be made, it will probably 
also be necessary for faculty to represent 
their views to OMB and to appropriate 
members of Congress. This could be 
done by individual communications and 
through the scientific societies. The lat- 
ter mechanism might be particularly 
effective, provided there were sufficient 
safeguards to ensure that the expressed 
views of scientific societies adequately 
represented the views of the member- 
ship. It would be a happy outcome if 
university administrators could be con- 
vinced of the need for changing the indi- 
rect cost policy along the same lines 
desired by the faculty. Based on my own 
contacts with university administrators, 
such an outcome is not entirely implausi- 
ble. In that event the universities could 
represent a cohesive and united interest 
that would greatly improve the probabili- 
ty of effecting the requisite modifications 
of federal policy. 

Concluding Remarks 

The present policy of frequently rene- 
gotiated indirect cost rates, in effect 
since 1966, has been the framework 
within which indirect cost rates for fed- 
erally supported research have risen rap- 
idly. This trend has undermined the ba- 
sic purposes of federally supported re- 
search by limiting funds available to sup- 
port the direct costs of research. It has 
thus had marked adverse effects on the 
interests of federal granting agencies, 
research scientists, and beneficiaries of 
federally supported research, while be- 
ing costly to U.S. taxpayers. The univer- 
sities have also been seriously affected 
by expensive and burdensome proce- 
dures that impair their functions. Al- 
though many university administrators 
continue to defend the current indirect 
cost policy, it imposes great strains on 
them. The only group that strongly de- 
fends the current system is thus in a 
position to gain greatly if much of their 
time and energies could be freed for 
more fruitful endeavors. 

Although increased costs of fuel and 
research administration have contribut- 
ed to the higher indirect cost rates, the 
indirect cost policy is itself flawed and is 
the basis for many of the problems that 
have developed. The upward trend of 
indirect cost rates is now so well estab- 
lished and so firmly based on the indi- 
rect cost policy, that this trend must be 
expected to continue unabated unless it 
is checked by positive measures. In fact, 
the indirect cost rate is now increasing 
alarmingly at certain universities. The 
adverse effects of the current policy have 
already become severe; if allowed to 
continue, they could become disastrous 
for both the federal program of research 
support and for the universities. 

Following analysis of the situation, 
this article proposes simplifying modifi- 
cations of federal policy that appear to 
represent the long-term best interests of 
all parties. Since it now seems certain 
that corrective modifications of policy 

will be required at some time, the logic of 
haste is compelling in the interest of 
early relief from present problems and 
the optimal advantage in averting more 
serious ones. But further decisions 
should be made only with close attention 
to the views of all concerned parties. In 
particular, research faculty, who are inti- 
mately affected bv indirect cost policies, 
have had little or no voice in this matter 
and should assume a strong role in future 
deliberations of this issue. 
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